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FOREWORD 


From the beginning of civilization, monetary insta- 
bility has persisted as the predominating cause of 
human want and woe. This book examines the prob- 
lem of monetary instability using simply inductive 
reasoning — the scientific method of looking from 
effect back to cause. 

This study of the cause of monetary instability has 
led the authors down a revolutionary path where con- 
ventional economic thought had to be overturned to 
allow simple truths to operate. The solution to our 
monetary troubles lies not in some complex economic 
formula but in the application of honesty and common 
sense. Our book describes how this can be done, and 
why the effect will be stability and prosperity for all 
mankind. 


An impossible task? No, not‘at all. Let’s look at the 
problem through the eyes of a young friend of ours 
who asked us one day; “Why is it that prices keep 
going up and we have so much unemployment and so 
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HOW IT ALL CAME ABOUT 
“T don’t know where my money goes!” | Ed complain- 


pribicce aoyer-atily ine nator nang aire 
sure that is a report from the real world! The money 
goes through our household budget so fast it’s enough 
to make your head spin. And we're always short at the 
end ofthe month, and believe me we'renotextravagant.” 

“Yes, rising prices are a terrible problem, especially 
now when so many people are out of work,” I replied. 

“You said it. I’m really fortunate. I have a good job 
and cansupport my family. Moreand moreof my friends 
are getting laid off and for some of them their situations 
arereally critical. Oneof my friendslost hislittle printing 
business recently and had to let his 14 employees go. It 
was a tragedy for all of them. He held on as long as he 
could to prevent the lay-offs but just couldn’t makeit. He 
tells me that the number of businesses going under is 
almost as many asin the 1930's. I just don’t see how itis 
possible for this great country of ours to go througha de- 
pression like this. You would think we would have learned 
how toprevent these problems after the1930 depression.” 

“Ed,” I said, “have you ever considered...” 

Ed broke in impatiently, ‘I read the newspapers but 
sometimes I think they are more confused than I am. 
I’m not lazy. I’m not greedy. I’m just trying to make a 
good, honest living. Why am I failing at it?” 

I had never seen Ed in such a serious mood as he went 
on. “I’m beginning to think that there's something fishy 
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in this country. If I were the only one having trouble 
I would reckon that there is something wrong with 
me. But millions of people all over the country are in 
the same boat. They've lost their jobs and are being 
turned out of their homes. They’re confused and mad. 

“And it’s not as if the country doesn’t need the 
things these unemployed people used to make. We 
all need shoes and cars and food. And yet shoe com- 
panies are closing, Detroit is in trouble, and so are 
the farmers. Where on earth is it going to end?” 

Ed looked searchingly at me and Iremembered that 
these were the same questions I had asked myself 
when I first became interested in studying our money 
problems. A short answer wouldn't satisfy him. He 
would want the whole story. I knew what it had taken 
me to discover the true but amazing reason for infla- 
tion. I didn’t believe it at first. Would he? 

Finally I said, ‘‘I know your feelings of frustra- 
tion. I’ve been through that stage myself. Some 
years ago I decided to take the time to make a 
careful study of these money problems to find out 
the precise reason why all of us are having trouble 
making ends meet. If you and Martha would come 
over to our home some evening — bring a few 
friends if you wish — I'll explain in simple language, 
and with a number of charts, what some friends and 
I discovered. Our work uncovered the reason why 
the money system is causing so many hardworking 
people to fail.” 

Ed quickly accepted, and said, “I'd like to come if 
it will help me to understand this problem.” 

And so he and Martha and good friends Carl and 
Nancy did come over. And this is what I told them. 


viil 


CHAPTER ONE 


The first evening 
with our young friends 


Asking why was the first step 


“I became interested in studying inflation when I 
simply asked myself why it seemed to be that in- 
telligent people could suffer so from money troubles 
which were not of their own making. 

“In 1974 a group of my friends who are business- 
men were drawn together, one-by-one, as a conse- 
quence of the studies each had begun independent- 
ly. We wanted to understand why it was that infla- 
tion was continuing, and in fact accelerating, in 
spite of the reported efforts of politicians and econo- 
mists to stop it. 

“The group met informally about twice a month 
to exchange ideas, data and reading references. 
Perhaps the most important benefit of those ex- 
changes was the challenge to keep our studies and 
thinking strictly on target, namely, to discover 
precisely the fundamental cause of inflation. 

“We formed a special study group which con- 
sisted of four professional engineers and the presi- 
dent of an advertising, marketing and public rela- 
tions firm. Each one of us had at least twenty years 
of experience in big business, in responsible posi- 
tions. Our stock-in-trade is the ability to solve prob- 
lems: engineering problems, accounting problems, 
financial problems, organization problems. 

“Our training just wouldn't allow us to accept the 
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notion that a business depression is a legitimate solu- 
tion to the suffering of inflation. We recognized that 
money is based on arithmetic and so it seemed that it 
must be possible to arrive at a scientific solution to the 
problem — not one which is haphazard or destructive. 

“It was natural for us to use the scientific method 
in our efforts to understand the cause of inflation. Our 
sole objective was to discover why the money system 
is so unstable. To do this we used logic and 
arithmetic! 

“The results of our study can be summarized in one 
simple sentence: 


Inflation is caused by gross errors in 
the design of our monetary system. 


“Okay that’s obvious,” Ed said, “but what are 
they?” 

“Well, very simply, the problem lies in the so- 
called Federal Reserve System which is neither 
Federal nor is it a reserve of existing money! 

“The gross errors in the monetary system are in- 
herent, that is, they were designed into the system; 
whether by accident or intent is not relevant at this 
point. 

“‘We choose to call these gross errors ‘design er- 
rors’ because they can be corrected by a change in 
the ‘system design.’ Let me illustrate what I mean. 
If the thermostat in your home heating system con- 
tinued to activate the furnace for more heat when 
the temperature in the living room is 100°F, you 
would take steps to correct the heating system, 
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because there is either a design error or a system 
malfunction. 

“In the Federal Reserve System the built-in mal- 
function is caused by design errors, which we will 
identify, and which have existed in the system since 
the Federal Reserve Act was approved by Congress 
on December 23, 1913. The United States is now 
reaping the cumulative effect of that faulty design. 
On the other hand, a properly designed monetary 
system is stable — that is, self-correcting. 

“The design errors in the Federal Reserve System 
are subtle but unmistakably identifiable and cor- 
rectable by a simple Act of Congress.” 

Carl had been quietly attentive up to this point, 
but now he broke in, “‘Is it premature to ask you to 
name just one of those ‘design errors?’ ”’ 

“This is just the right time to name the most im- 
portant design error,”’ I said. “It is this: almost all 
of our money is created as debt at interest. Money is 
borrowed into existence at interest. This means that 
ultimately all this created money must be repaid to 
the agency that created it. 

“However, the agency creates only loan principal. 
The interest due on the principal is not created, 
although it is legally required to be paid. 

“The bottom line is that it is mathematically im- 
possible to repay money which is not created in the 
first place. To use a simple analogy: if you put a 
quart of milk in a bottle, you can’t pour out a quart 
anda pint. Our money system is designed to demand 
just such an impossibility.” 

My young friends looked at one another in amaze- 
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ment. Finally, Ed broke the silence. 

“I know money doesn’t grow on trees,” he said, 
“but I never dreamed it grows as debt!” 

“Yes, we take money so for granted that we never 
really stop to think about where it comes from. 
Since we are going to be studying money, we ought 
to start out with a clear definition of it. Here is the 
definition taken from a publication of the United 
States House of Representatives Committee on 
Banking and Currency.” 


What is money? 

Money is anything that people will accept in ex- 
change for goods or services, in the belief that they 
may, in turn, exchange it, now or later, for other 
goods or services. Any number of different materials 
— including paper IOU’s — may serve as money. 
How money functions, and what money represents 
are its important aspects and not simply what it is 
made of. 

Today, the American people use coins, currency 
(paper money) and bank deposits (checkbook money) 
as money." 


“Most Americans think of money in terms of paper 
dollars and coins. To a small child, money is copper 
pennies, nickels, and dimes. To elementary school 
children money ‘, . . is for lunch.’ Money 
includes quarters and dollar bills. A high school stu- 
dent thinks in terms of dollar bills: fives, tens, and 
twenties, 

“When a young person opens his first bank ac- 
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count, he becomes aware of money in another form, 
namely bank credit money, or simply bank money. 
It is quite natural to think of the numbers in our 
bank accounts in terms of paper money and coins. 
The bank teller will give you cash for the dollar 
numbers written on your personal check. One 
seldom raises the interesting question: Suppose all 
the people in a community would write and sign 
checks for the total amount in their checking ac- 
counts and present them to a bank teller for cash. 
Could all the people receive their cash that day? 

“The answer is: no, they could not. There is not 
that much cash money in the banks on any one day. 
About 25% of the money supply is in the form of 
cash. The other 75% of the money is in the form of 
figures written in a book, or as numbers in depos- 
itors’ checking accounts. To emphasize, about 75% 
of bank deposit credit does not exist as cash and 
never will!’’? 

“Well,” Ed said, ‘does it really matter? The peo- 
ple won’t all want their money in cash on the same 
day. Statistically, that could never happen.” 


Table 1 
Components of Money Stock Measures 
(in billions of dollars) 


M ere Currency 
loney its 
Supply Choking asa 
Mi Account Currency _% of M1 
April 1980 386.5 277.4 109.1 28.2 
April 1981 433.3 314.2 119.1 27.5 
April 1982 452.3 326.0 126.3 27.9 
April 1983 496.5 353.9 138.0 30.5 


Source: Economic Indicators, May 1982; June 1983 
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“T saw it happen when I was about your age, Ed,” 
I replied. ‘In fact I was caught in it. When people 
lose confidence in their banks as they did in 1933 
they will want their money in cash. Thus a ‘run on 
the bank’ develops. I stood in line intending to draw 
my money out. It was only $110 but important to 
me at the time. Before I reached the teller's window, 
President Franklin Roosevelt signed a bill that clos- 
ed all the banks nationwide. Most banks reopened 
within a few weeks. Some never did and depositors 
at those banks lost their money. Some banks were 
liquidated and the depositors were paid off partially 
or in full during the next five to twenty years. After 
this occurred the government set up the Federal 
Deposit Insurance Corporation to prevent panics 
and to help protect people from losing their savings 
when banks fail.” 

Nancy was eager to ask her question, ‘‘Was there 
enough money in circulation in your community to 
keep businesses going while the banks were 
closed?”’ . 

“No, there wasn’t. That is why many businesses, 
large and small, closed down. There wasn’t enough 
money available in our community for people to buy 
the products and services offered for sale. This was 
true all over the country. Many people didn’t even 
have enough money for the necessities of life — 
food, clothing and shelter. 

“The same is true today. High levels of bankrupt- 
cy and general business inactivity are always signs 
of a shortage of money. You can tell if the shortage 
of money is becoming more acute if business 


failures are increasing while economic activity con- 
tinues to slow down. 

“This shortage of money doesn’t mean just a short- 
age of cash, It is a shortage of both kinds of money — 
cash and dollars recorded in people’s checkbooks, that 
is — checkbook money. Bear in mind that when we 
talk about the money supply we are talking about its 
two components. You need to remember that: 


Approximately 25% of the money supply is in cash. 


Approximately 75% of the money supply is in bank 
deposit credits which are simply numbers in 
depositors’ checking accounts. 


“Is a check money?” Nancy asked. 

“Your personal check is not money,” I replied, “but 
it is a convenient way to transfer money. As you 
know, wages and salaries are mostly paid by checks. 
This is a convenient method for transferring bank 
deposit credits from employer to employee. A per- 
sonal check presented to the bank teller in exchange 
for cash money authorizes the bank to subtract that 
amount of numbers (dollars) from your checking ac- 
count. So in a practical sense, we could say that a per- 
sonal check represents money or is convertible into 
money.” 

“Is gold money?” Martha asked. 

“Gold and silver are not money in the United 
States,” I replied. 

“But I remember reading about ten-dollar gold 
coins and real silver dollars," Martha responded. 

“That's correct,” I agreed, ‘‘Paper dollars were 
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redeemable in real silver dollars prior to 1957. Gold 
dollars were legal money prior to 1934; and they were 
of several different denominations: $1, $22, $3, $4, 
$5, $10 and $20 which was called a ‘Double Eagle."* I 
remember President Franklin Roosevelt speaking on 
the radio in 1933 asking everyone to turnin gold coins 
at the bank in exchange for paper money. The law im- 
posed a penalty for refusal.” 

“But what was the reason for calling in the gold 
coins?” Carl asked. 

“Congress had voted us off the Gold Standard.” 

“But why?” Carl demanded. “I thought that so- 
called ‘hard money’ made of real silver and real gold 
was the most reliable kind. Maybe that’s the reason 
we're having run-away inflation, because we went off 
the gold standard in 1933.”” 

“Inflation seems to have started then. But coming 
off the gold standard was not the cause. You will hear 
many arguments for returning to gold as a standard 
for the money system, and thereare many arguments 
against doing so. 

“Please recall we were answering the question, 
‘What is money?’ Would one of you like to define 
money based on the facts we have been discussing?” 

Noone volunteered so I asked, “Perhaps you would 
like me to define it?” 

They seemed to prefer that so I continued. ‘Here is 
a simplified definition of money as we are using it 
today in the United States: 

Money is not just Federal Reserve bank notes and 
Treasury coins. Most of our nation’s money supply 
(M1) is numbers in depositors’ checking accounts. 
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The Federal Reserve 


The group pondered this while I repeated it. They 
agreed to accept it, so we proceeded. I took a one- 
dollar bill out of my wallet and held it up. 

“Have you ever wondered how a dollar bill, or 
rather, a Federal Reserve note, like this one, comes 
into existence?”’ 

“Sure,” Ed said, “it was printed.” 

“Right, but who authorized the printing?” 

“The government, I suppose,” he replied. ‘‘But I’m 
guessing now, I don’t know positively.” 

I pointed to the top line on the note, ‘‘What does it 
say here?” 

Ed read the words: ‘‘The United States of America 
and above that is Federal Reserve note.” 

“Correct. Now, what is a note?” 

“Well,” he said, ‘‘a note in banking relates to a 
promise to pay a debt.’ Then he continued, “Do you 
mean to say that this dollar represents a one-dollar 
debt?” 

“Precisely,’’ I said. “That is what it means.'’* 

“A debt to whom?” 

“To the Federal Reserve banking system.” 

‘Well then, we owe it to ourselves!"’ he said with 
obvious relief. 

“That’s what many people think, Ed. But the 
truth is that we the people of the United States are 
head-over-heels in debt to the regional Federal 
Reserve and commercial banks. The twelve regional 
Federal Reserve banks are, incidentally, private 
institutions,’’® ° 


“Private!” Ed cried. ‘How can the central bank of 
the United States have private regional banks?”’ 

“T’m not sure why they do, but it is not difficult to 
prove that the regional banks are not agencies of the 
Federal government. 

“All you have to do to prove their private status is 
write a letter to a Federal Reserve bank requiring a 
reply. The answer will come back to you in a regular 
stamped envelope — not one franked ‘Official Govern- 
ment Business.’ Or, simply open your telephone direc- 
tory and look up ‘Federal Reserve Bank.’ It is not 
listed under United States Government or the U.S. 
Treasury. You will find it listed in the F’s with other 
private corporations. Figure 1 is an excerpt from the 
Cleveland, Ohio, telephone directory. 

“Stillanother way tocheck is tofind out theamount 
of real estate tax paid by any of the twelve regional 
banks.” 

“Real estate tax!” Carl exclaimed. 

“That's right. Regional Federal Reserve banks pay 
real estate taxes. According to Section 7, Clause 3 of 
the Federal Reserve Act of 1913 the banks areexempt: 
*... from federal, state and local taxation, except taxes 
upon real estate.’ ”’ 

“This is amazing,’’ Nancy said. “I've worked in the 
county auditor's office and I’ve seen the ‘zero tax’ on 
the rolls for the library, city hall and the 
government's office building. 1 know for a fact that 
genuine government agencies don’t pay real estate 
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Figure 1 
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Excerpt from Cleveland Telephone Directory 


“I'm confused,” Ed said. ‘‘I remember when the 
President of the United States appointed a new 
Governor of the Federal Reserve System. Ifthe Fedis 
a private corporation, how come the President ap- 
points the top man? He doesn’t appoint the chairman 
of General Motors or any other private corporation." 

“Let me explain,” I replied. “‘The Federal Reserve 
System, which is often called ‘The Fed,’ is composed 
of three main bodies: 

1. The Board of Governors. This is an agency of the 
government. There are seven members. Each is 
appointed by the President fora 14-year termandcon- 
firmed by the Senate. 

2. The twelve Regional Federal Reserve Banks. 
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These are private banks and are located in: Boston, 
New York, Philadelphia, Cleveland, Richmond, 
Atlanta, Chicago, St. Louis, Dallas, Kansas City, 
Minneapolis, and San Francisco. These banks are not 
government agencies. 

3. Commercial banks which are members of one of 
the twelve Regional Fed banks. 

“To repeat, the twelve Regional Federal Reserve 
banks are private corporations. Their employees are 
not under Civil Service.” 

“Why, that is the most fantastic thing I’ve heard 
yet,”’ Carl said. ‘‘It’s like a private arms company be- 
ing in charge of the defense department!” 

“That is a good analogy,” I said. ‘The Federal 
Reserve explains the private status of the regional 
banks in many of its publications. For instance, on 
page 21ofthe booklet J bet you thought..(publishedby 
the New York Fed) we find this statement: 


The twelve regional reserve banks aren't govern- 
ment institutions but corporations nominally 
“owned” by member commercial banks, who must 
buy special non-marketable stock in their district 
Federal Reserve Bank. 


“Dothe Federal Reserve banks and the commercial 
banks create our money?” Martha asked. 

“Yes they do,” I replied. “‘The Federal Reserve 
System has assumed the power to create money. This 
is in spite of the fact that the Constitution states 
specifically that the authority to create money must 
rest with the sovereign government." 
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Article 1, Section 8, Clause 5 — The Congress shall 
have the Power... To coin Money (and) regulate the 
Value thereof... 


“After the Federal Reserve Act of 1913 was passed, 
the Fed took on the authority to create money and 
lend it into circulation. In fact, the Fed lends the 
money to the government from which it took its 
money-creating authority in the first place! 

“It is simply incredible that the government gets 
into debt to something it created itself. This private 
organization is using the government’s Constitu- 
tional money-creating authority to create the money 
that the government borrows!” 

My four friends looked stunned. 

“Of course the Fed does spend some money into cir- 
culation,” I continued, ‘a rather small amount which 
it creates when it writes checks against no funds to 
pay for such things as employees’ salaries, real estate 
taxes, computer paper, and landscaping.’ This act is 
spending money into circulation. 

“The Federal Reserve also creates money out of 
thin air and lends it. Here is an example. Because the 
Treasury never collects enough taxes to cover all the 
expenses of the Congress, thedifferenceis made up by 
borrowing. Some money is borrowed from the public 
but the government also borrows from the Federal 
Reserve, which is a private bank. 

“When the Treasury borrows from the Fed, the Fed 
simply makes bookkeeping entries to the govern- 
ment’s account. This kind of transaction creates new 
money which is lent into circulation. 
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“And where does the government get the money to 
repay the Fed?” I asked. 

“From the taxpayers!” Carl groaned. 

My friends looked at me in silence. Finally Earl 
spoke up, “This is all new to me. Frankly until this 
evening I never thought about where money comes 
from. I don’t remember ever studying about a 
Federal Reserve Bank when I was in high school. 
When I was seventeen basketball was more impor- 
tant to me than learning how the banks operate and 
where money comes from!” 

“Our research team couldn't believe it at first 
either,” I admitted. ‘But it is nevertheless a fact 
that ever since 1913 the Fed has been creating money 
to lend to the government and the taxpayers have 
been footing the bill which is growing at a staggering 
rate. 

“The question no one ever seems to ask is where 
the Fed got its authority to create money. The 
answer is that it has assumed the money-creating 
authority which the Constitution says belongs to the 

.* T said. 

“Did the Federal Reserve Act change the Con- 
stitution?” Nancy asked. 

“No, it didn’t,” I replied. “According to the Con- 
stitution, money-creating authority still belongs to 
the Congress. To change this, there would have to be 
an amendment that would remove Article 1, Section 
8, Clause 5.” 

“I don’t like the sound of anything that removes 
things from the Constitution!" Martha said. ‘The 
authors of the Constitution didn’t act on whim. They 
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must have had a very good reason for writing this 
provision the way they did.” 

“You're right, Martha, they did,” I replied. “We 
will be discussing this very point in a little while.” 

“Hold on a minute,” Ed interrupted. “I want to 
know more about the Fed creating money. Did you 
say that the Federal Reserve creates money out of 
nothing?” 

“Yes I did,” I said. 


How money is created 


“The Federal Reserve creates money out of 
nothing. But that’s only a small part of the money- 
creating process. You will see that the commercial 
banks, like the Fed, are money-creators too. In fact, 
the commercial banks create several times as much 
money as the Federal Reserve.” 

“Do you mean that my local bank prints dollar 
bills?” Ed asked. ; 

“No, that’s not what I said. Remember, money is 
not all dollar bills and coins. Most of our money is 
commercial bank credit — checkbook money. 
Checkbook money is created every time someone 
takes out a loan from a commercial bank.’ 

“What!” Carl cried. ‘‘I thought banks took in sav- 
ings and lent out a part of them!” 

“No, what you have just described is the job of the 
‘thrift institutions’ — or the so-called ‘financial inter- 
mediaries.’ These are savings and loan associations, 
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mutual savings banks and credit unions. These are 
called ‘thrifts’ for short. The ‘thrifts’ are middlemen. 
They take in money from the public and lend out a 
part of it to borrowers.'° 

“Commercial banks, on the other hand, are 
another kind of financial institution. They are not 
‘thrifts.’ They do not lend out the savings they take 
in, as do ‘thrifts.’ When commercial banks make 
loans or buy securities they create the money." 

“That is incredible,” Ed sighed. 

“It is an incredible fact, isn’t it?” I agreed. “I have 
simplified the steps involved in the creation of 
money. Let’s look at them. 


The simple steps of money-creation 


“The easiest place to begin the explanation of 
money-creation is with the Federal Government. The 
Federal Government is one of the biggest, single bor- 
rowers in the country. It has a huge debt. This means 
that the banking system has created a huge amount 
of money which it has lent to the Treasury. We will 
see later that the private sector has even more debt. 
But first we will look at the government's debt. 

“The government's debt is commonly called the 
Federal debt. It has been growing rapidly over the 
past few years. Technically, the debt should have a 
limit. But as the debt grows, Congress has to keep 
voting for a new ‘limit!’ 


Table 2 

The Escalation of the Federal Debt “Limit” 

by 
Federal louse 

Year Debt “Limit” for: 
1971 (Mar) $ 430,000,000,000 228 162 
1973 (Nov) 476,000,000,000 253 153 
1976 (Feb) 627,000,000,000 212 189 
1977 (to Oct) 700,000,000,000 184 177 
1978 (to Oct) 773,000,000,000 213 194 
1979 (to Apr) 798,000,000,000 205 202 
1979 (to Oct) 836,000,000,000 209 165 
1980 (May 29) 879,000,000,000 * 
1980 (Jun 30) 925,000,000,000 * 
1980 (Dec 31) 935,100,000,000 * 
1981 (Feb 5) 985,000,000,000 * 
1981 (Sep 30) 999,800,000,000 * 
1981 (Oct 1) 1,079,800,000,000 * 
1982 (Jun 28) 1,143,100,000,000 . 
1982 (Sep 28) 1,290,300,000,000t  * 
1983 (May) 1,388,000,000,000 * 


+This “limit” was supposed to hold until September 30, 1983. However, it was 
exceeded in May and the “limit” had to be reset to keep the government 
operating for the next five months (until the end of fiscal 1983). 


Source: House Budget Committee; Congressional Research Service 

*Note: 719 the House approved a proposal (made by the Ways and Means 
Pilcertroes e link the debt “limit” increase with Congressional budget 
resolutions. According to its new rules, when the House votes on & budget 
resolution, the debt “limit” is automatically set at a new level designed to 
cover the spending and debt service requirements of the new budget. This 
procedure does away with the previous House ruling that there be separate, 
recorded votes ‘on the debt “limit.” (After being passed by the 
House, a joint budget resolution goes to the Senate where it is handled like 
any other bill.) 
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“The increasing magnitude of the deficit year-by- 
year, has forced Congress to increase the debt ceiling 
more and more frequently...even several times a year. 
To increase the debt limit, Congress must pass a joint 
resolution specifying the additional amount required.” 

Martha gazed at the table and then said, “I can’t 
imagine what a million dollars looks like, say nothing of 
one billion dollars!” 

“Well, here is one way to visualize it. If you had a 
stack of one billion one-dollar bills and you laid them 
end-to-end, they would extend around the earth 3.7 
times. And that is only one billion! As you can see, all 
the money required to pay the Federal debt in cash 
would create quite a paper chain around the equator! 

“But before paper money is created, electronic money 
or bookkeeping money must come into existence in the 
accounts of the banking system. Here are the steps 
which are involved. 

Step one: The Congress legalizes a higher Federal 
debt limit so that the previous one can be exceeded. 

Step two: The Treasury writes interest-bearing bonds 
for the amount of money needed — say, $1 billion — and 
sells these bonds to the Federal Reserve. 

Step three: The Federal Reserve buys the bonds by 
creating the money, and in exchange, the Treasury 
receives a deposit credit of $1 billion. 

“Presto! The Fed has created, out of nothing, a $1 
billion debt against the American people. In order to 
pic “rd mecc game pcargh ee 508 
to ” 

Suddenly Ed broke in, “That’s hard to believe! I 
thought that money came into existence by people 
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working, thus creating wealth, and that this creates 
money, and the money then circulates from one per- 
son to another in exchange for goods and services. 
Am I all wrong about this?” 

“Well,” I replied, “‘let’s see what the Committee on 
Banking and Currency of the House of Represen- 
tatives wrote about this in 1964. Here is a copy of 
their publication Money Facts."' On page 9 is ques- 
tion number 47. Would you like to read it?” 

Ed took the book and read: 


Question 47: Where does the Federal Reserve get 
the money with which to create bank reserves? 


“What is the answer, Ed?” I asked. 
Ed looked perplexed as he read on: 


It doesn’t ‘get’ the money, it creates it. When the 
Federal Reserve writes a check, it is creating money. 
This can result in an increase in bank reserves — a 
demand deposit — or in cash; if the customer prefers 
cash, he can demand Federal Reserve notes and the 
Federal Reserve will have the Treasury Department 
print them. The Federal Reserve is a total money 
making machine. It can issue money or checks. And 
it never has a problem making its checks good 
because it can obtain the $5 and $10 bills necessary to 
cover its checks simply by asking the Treasury 
Department's Bureau of Engraving to print them. 


“Is that the end of the answer?” Carl asked. 
“Yes, but listen to question number 48!: 
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Question 48: Who gave the Federal Reserve the 
power to create the money necessary to cover its 
checks? 


“Listen to the answer,” Ed said. 


The Congress. Because this power to create money 
is given by the Constitution to Congress, only Con- 
gress can delegate this power and this it has done in 
creating the Federal Reserve System — an agency 
Congress authorized to create money. 


“There you have it from the horse’s mouth, so to 
speak,” he added. 

“Does Congress really have the right to delegate 
its Constitutional power to create money to an 
agency that has privately-owned regional banks?” 
Nancy asked. 

“This is a very important issue,” I replied. “If we 
say that the Congress does have the right to delegate 
this Constitutional power, then we would also have 
to agree that it is all right for Congress to delegate 
any of its other powers, such as the power to declare 
war. 

“But I think we ought to try to avoid getting side 
tracked from our main topic which is the steps in the 
process of money-creation. Just to recap, Nancy, 
what is step one?’”’ 

“Congress raises the Federal debt limit.” 

“Correct. Martha, what is step two?” 

“The Treasury writes bonds and sells them to th 
Fed.” 


“Correct. But remember, they are interest-bearing 
bonds. These are obligations that must ultimately be 
paid by the American people through taxation, or 
perhaps the forfeiture of their property.” 

“Wait a minute,” Ed interrupted. ‘Something new 
has been added: ‘forfeiture of their property.’ Surely 
you don’t mean my property?” 

“Let's save your question until we have a few more 
facts about the money system out in the open,” I 
replied. 

“Well, okay,” Ed said reluctantly. 

So we proceeded. “Figure 2 isa picture summary of 
the steps in the money-creation process. I drew it 
several years ago to help me to understand exactly 
how money is created. I believe it will help you too. 
Here are the seven simple steps in money-creation.”” 

Step one: The Congress must legalize a higher Fed- 
eral debt limit so that the prior one can be exceeded. 

Step two: The Treasury writes interest-bearing 
bonds for the amount of money needed — say, $1 
billion — and sells these bonds to the Federal 
Reserve, 

Step three: The Federal Reserve buys the bonds by 
creating the money, and in exchange the Treasury 
receives a deposit credit of $1 billion. 

Step four: The Treasury now proceeds to write 
checks against the $1 billion in payment of its many 
obligations. 

_Step five: The checks are deposited into commer- 
cial banks by the recipients. 

Step six: The endorsed checks are sent back to the 
Federal Reserve. 
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How Money Is Created 


by recipients and 
Congress votes to in- deposited into banks. 
evens Federal debt 
it, let us say by $1 The banks send the Treasury 
billion, and instructs checks to the Fed to be cleared. 
the U.S. Treasury to ‘The Fed debits the Treasury's 
write interest-bearing account and credits the banks 
bonds for $1 billion. with the amount. These credits 
increase the banks’ reserves. 


These reserves serve 
as the base used by the 
D M 7 commercial banks to create 
Treasury : 7 checkbook money and to 
wa lend it out at interest. 


The Treasury goes to the Fed to borrow money 
and offers bonds against taxpayers’ ability to pay. 


Step seven: The Federal Reserve cancels the 
checks and increases the various banks’ reserve ac 
counts by the appropriate amounts. This increases 
bien base used by the commercial banks to create 
loans. 


“It is important to see that there are really two 
levels of money involved in the money-creating pro 
cess, One level is called reserves. The quantity of 
reserves is totally and absolutely controlled by the 
Fed. Reserves are commonly referred to as ‘high- 
powered money.’ Reserves are created by the Fed 
and the Fed only — as illustrated in step three. 


“The second levelis the money created by commer 
cial banks when they make loans (step seven). 

“A commercial bank must have Fed-crea 
reserves in its reserve account before it can make @ 
loan. A commercial bank does not lend out its 
reserves. Rather, it uses reserves as a base — OF & 
catalyst — for creating money. 

“Before a bank can begin to create money it must 
have a certain number of reserves in its reserve aC 
count at its local Fed bank. To repeat, these reserves 
can be created only by the Federal Reserve. 

“Let's look again at steps five and six. In step five 
the checks are cleared through the Federal Reserve 
System — that is, through the computerized clearing 
system operated by the regional Federal Reserve 
banks. The total amount of all the checks — in this 
example, $1 billion — is added as new reserve money 
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* i It 
to the banking system. This money will not be loaned. 
will, however, act as the catalyst for the banks’ money- 


A tivity. 
watep peaked Ae that the banks use this new 

for creating still more new money, 
pba ray a f interest-bearing loans to their 


mainly in the form o 
customers. J 
: “The method used by the commercial banks to 
create money is called ‘fractional reserve yaee 
expansion.’ In simple language this means that eac! 

commercial bank creates new money when it makes 


eT ol can’t believe that banks create the money 
that they lend,” Ed sighed. ‘That must mean that 
there wouldn’t be any money in circulation if people 
weren't borrowing from banks. That means that we 
do the banks and the economy a favor when we 


borrow!”’ ew ' 
Te that is a good point,” I replied. ; Borrowing 
from banks puts more new money into circulation in 
the form of checkbook money. Checkbook money is 
also called ‘demand deposits’ by bankers because the 
customer can demand to have money withdrawn 
from an account at any time. Here is what the 
Federal Reserve Bank of New York has to say about 
money-creation in the commercial banks. 


Let's get some more information about checkbook 
money. Where does it come from, and how does it 
become what bankers call demand deposits? 

Where (do) these demand deposits come from? The 
answer is that commercial banks created the demand 
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deposits by making loans and investments. 
(Money: master or servant, page 14) 


“Obviously banks have to keep track of the money 
they create as loans. They do this by simply writing 
up loans in their books using a T-chart. Here is an ex- 
ample of a $10,000 loan.” 


ABC Bank 
Assets Liabilities 
+$10,000 | +$10,000 

“Why is a loan an asset?” Carl asked. “All of my 
loans are liabilities!” 

“That's right,” I said. ‘‘To you a loan is a liability 
because it is money you borrowed and must repay. 
But to a bank it is just the opposite. The bank has 
created the money and it holds your pledged col- 
lateral which is equal to the value of the loan. 
Because it can call the loan or take the collateral, it is 
an asset to the bank. 

“Your checking account, on the other hand, 
represents a liability to the bank because at any time 
you might write a check and the bank is obliged to 
honor it and see to it that the money is transferred to 
the account you want paid.” 

“So to the bank a loan is an asset and a checking 
account is a liability?’ Martha repeated. 

“Yes, that’s right. When the borrower finally 
repays the $10,000 in our example and writes a check 


to the bank, the bank makes the following changes 
on its books.” 


ABCBank _ 


Lisbltic 


“But what about the interest that has to be paid on 
this $10,000?” Ed asked. 

“That, too, causes the checking account to go 
down and the money, transferred to the bank, disap- 
pears in the bank’s accounts.” a 

“Can banks create all the money they want? 
Martha asked. f 

“No,” I replied. “There are certain limits on the 
amount the banks can create. These limits include 
the interest rate, because when interest rates are 
high fewer people can afford to borrow. When rates 
are high, banks don’t usually create much money. 
There are also two other factors: the a in the 
banking system and the reserve requirement. 

“The sachets amount of money which the bank- 
ing system as a whole can create is governed by the 
reserve requirement, which is expressed as a 
percent." A typical reserve requirement is 15% 
(0.15). If you divide the amount of new reserves 
deposited into the banking system by the reserve 
requirement, you can find out the amount of new 
money which the banking system could create as 
loans. The formula looks like this: 


1 Excess reserves Maximum possible 
mae st a the = 
ort! i banking system checkbook money 


“Let's use an example. If the Fed creates checks 
totalling $1 billion and deposits them in commercial 
banks, and if the reserve requirement is 15%, the for- 
mula works like this: 


= x $10 billion = $6.667 billion 
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“Since this answer includes the original $1 billion 
created by the Fed we simply subtract it out to find the 
amount of new money which could be created by the 

$6.667 billion 


=1.000 billion 
35.667 billion total amount 
which could be created 
by the commercial banks 
“Now, let’s suppose we could follow one check for 
$1,000 through the banking system. This check is part 
of a $1 billion loan which the Fed makes to the govern- 
ment. The Fed creates the money and lends it to the 
Treasury. This newly created loan will affect the 
nation’s money supply. 


Creating $5,667 out of $1,000 reserves 


“This particular check is payable to a building con- 
tractor, John Doe, who was hired to fill potholes in the 
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Capitol’s parking lot. Mr. Doe endorses the check 
and deposits it in his checking account at First 
National Bank. Mr. Doe thereby has bank deposit 
credits of $1,000 with which to pay his bills. 

“First National Bank sends the endorsed check 
back to its regional Federal Reserve bank to be 
‘cleared’ — that is, credited to First National Bank 
and debited from the Treasury account. The Federal 
Reserve receives the check, cancels it and increases 
the First National Bank Reserve credit account by 
$1,000. On the basis of that $1,000 credit, the com- 
mercial banking system could theoretically, create 
loans amounting to $5,667 in addition to the 
original $1,000 of reserves from the Fed. 

“T couldn’t understand how this works when I 
first heard of fractional reserve deposit expansion 
several years ago. I had to figure it out stage-by- 
stage as follows.” 


Stage 1: The First National Bank can create and 
lend an amount equal to 85% of the $1,000 of 
reserves it received when Mr. Doe deposited his 
Treasury check. This is $850. Let’s say the $850 was 
created by the bank and credited to the account of a 
Mr. Dick Peters and he uses the money to buy a 
used car. The bank creates the money as an increase 
in Mr. Peters’ account. Mr. Peters writes a check for 
3850 and gives it to Don Potter, the used car dealer. 
Mr. Doe's $1,000 stays in his checking account and 


“Let’s use an example. If the Fed creates checks 
totalling $1 billion and deposits them in commercial 
banks, and if the reserve requirement is 15%, the for- 
mula works like this: 


1 
15 


“Since this answer includes the original $1 billion 
created by the Fed we simply subtract it out to find the 
amount of new money which could be created by the 
commercial banking system: 


x $10 billion = $6.667 billion 


$6.667 billion 
—1.000 billion 


$5.667 Lae total amount 
hich could be created 
Be the commercial banks 
“Now, let's suppose we could follow one check for 
$1,000 through the banking system. This check is part 
of a $1 billion loan which the Fed makes to the govern- 
ment. The Fed creates the money and lends it to the 


Treasury. This newly created loan will affect the 


nation’s money supply. 


Creating $5,667 out of $1,000 reserves 


“This particular check is payable to a building con- 
tractor, John Doe, who was hired to fill potholes in the 
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Capitol s parking lot. Mr. Doe endorses the check 
and deposits it in his checking account at First 
National Bank. Mr. Doe thereby has bank deposit 
credits of $1,000 with which to pay his bills. 

“First National Bank sends the endorsed check 
back to its regional Federal Reserve bank to be 
‘cleared’ — that is, credited to First National Bank 
and debited from the Treasury account. The Federal 
Reserve receives the check, cancels it and increases 
the First National Bank Reserve credit account by 
$1,000. On the basis of that $1,000 credit, the com- 
mercial banking system could theoretically, create 
loans amounting to $5,667 in addition to the 
original $1,000 of reserves from the Fed. 

“T couldn't understand how this works when I 
first heard of fractional reserve deposit expansion 
several years ago. I had to figure it out stage-by- 
stage as follows.” 


Stage 1: The First National Bank can create and 
lend an amount equal to 85% of the $1,000 of 
reserves it received when Mr. Doe deposited his 
Treasury check. This is $850. Let's say the $850 was 
created by the bank and credited to the account of a 
Mr. Dick Peters and he uses the money to buy a 
used car. The bank creates the money as an increase 
'n Mr, Peters’ account. Mr. Peters writes a check for 
3850 and gives it to Don Potter, the used car dealer. 
Mr. Doe's $1,000 stays in his checking account and 


the bank enters $150 (15% of $1,000) on its reserve 
account, The bank now has $850 in ‘excess reserves’ 
and it can now create a $850 loan for Mr. Peters. He 
promptly writes a check and withdraws the money. 

Stage 2: Don Potter, the used car dealer, deposits 
the $850 check in his checking acount which hap- 
pens to be at a different bank, the Second National 
Bank. After the $850 check is deposited, the Federal 
Reserve reduces First National's reserve account by 
$850 and credits Second National’s reserve account 
with $850. Second National is now in a position to 
create a loan equal to 85% of the $850, which is 
$722. This $722 will also be created as a deposit. 
This time the borrower is Carl. He is converting 
part of his basement into a family room and he 
needs $722 to pay for the lumber, paneling and 
doors. His bank is Second National. 

Stage 3: Carl goes to the friendly loan manager at 
the bank and agrees on terms, collateral and repay- 
ment. Carl gets a deposit of $722 which the bank 
creates and adds to his checking account. Carl then 
goes to the Smith Lumber Company and writes a 
check to them for the supplies he needs. 

Stage 4: Smith Lumber Company deposits the 
check to their account at Third National Bank, 
which is thereby able to create a deposit equal to 
85% of $722, which is $614. 


“This process goes on and on through many 


stages until all the excess reserves have been used 


to support loans, as shown in the following table. 
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ioney Expansion Tabulated 
‘ Assets Liabilities _ 
Reserves Loans& Demand 
____ Total Req'd. Excess Investments Deposits 
Initial 
reserves 
provided 1,000 150 850 - 1,000 
Expansion— 
Stage 1 1,000 278 722 850 1,850 
Stage 2 1,000 386 614 1,572 2,572 
Stage 3 1,000 478 522 2,186 3,186 
Stage 4 1,000 556 444 2,708 3,708 
Stage 5 1,000 623 377 3,152 4,152 
Stage 6 1,000 680 320 3,529 4,529 
Stage7 1,000 728 272 3,849 4,849 
Stage 8 1,000 769 231 4,121 5,121 
Stage 9 1,000 803 197 4,352 5,352 
Stage l0 1,000 833 167 4,549 5,549 
Stage20 1,000 961 39 5,448 6,448 
Final 
Stage 1,000 1,000 0 5,667 6,667 


“It is important to note that the original $1,000 is 
still in John Doe's account at the First National Bank. 
First National will have $150 in its reserve account at 
the local Federal Reserve bank to support this $1,000. 
Receiving this $1,000 Treasury check enabled First Na- 
tional to create the $850 which it lent to Dick Peters. 

“The created $850 takes 850 reserves with it when it 
leaves First National when Don Potter writes a check 
for his $850 loan and withdraws the money. This check 
is deposited at Second National Bank. The $850 re- 
mains a credit to Don Potter's account in Second Na- 
tional. The 850 reserves that this deposit brought with 
it means that Second National can create a loan equal to 
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85% of $850, or $722. This loan will be new money 
which never existed before, 

“Each time a bank gets a part of that original 
$1,000 of reserves, it can create a little more money 
until eventually the creating process reaches its 
mathematical limit. The bottom line is that the 
money supply has been increased by much more 
than the original $1,000 Treasury check. If the 

reserve requirement is 15%, the commercial 
system could create an additional $5,667 of new 
money which never existed before.” 

“Is a deposit the same thing as a loan?” Carl 
asked. 

“Yes, The terminology is a bit confusing in this 
area, but when banks create loans the money is 
deposited in the borrower's account. Thus it is a 
deposit, Of course money put into a checking ac- 
count from outside, so to speak, is also a deposit, as 
is money in a savings account.” 

“Where does this ‘reserve requirement’ come 
from? Is it always 15%?’’ Ed asked. 

“The reserve requirement is specified by the 
Federal Reserve System. It is not always 15%, nor is 
it the same for all types of accounts. Savings ac- 
counts, for instance, have a reserve requirement 
which is usually much lower than the reserve re- 
quirement on checking accounts. 

“If the Fed wishes to stimulate business activity, 
it may lower the reserve requirement. To put on the 
brakes it may raise the requirement. Using our 
$1,000 example again, the effect of such changes 
looks like this: 
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To expand the money supply more rapidly: 


apply a 10% reserve pulrhcriepead 
$1,000 um can be 


———~ = $10,000 contend BY by el 
-10 banking sy: 


To restrict the growth of the money supply: 


apply a 20% reserve ae 


um can be 
SELL $5,000 created by the 
20 banking system 


“Let’s go back to stage 1,” Carl said, “where Dick 
Peters borrowed the $850 to buy a used car. Why did 
you pick $850?” 

“In this example we used $1,000 as the initial new 
reserve which entered the banking system as a check 
drawn on the Treasury. (Remember, the Federal 
Reserve created this $1,000 as a debt to be repaid by 
the Treasury.) Since we assumed a reserve require- 
ment of 15%, a new reserve of $1,000 on the books of 
the First National Bank means that the bank needs to 
keep a bookkeeping entry of $150 on its reserve ac- 
count. Inaddition, the bankis alsopermitted to create 
a loan amounting to 85% of the $1,000 which is $850. 
The bank cannot lend money fromitsreserve account. 
It creates new money, $850 in our example, and this 
money is added to the borrower's checking account. 

“The second stage of the expansion occurred when 
Don Potter endorsed Mr. Peters’ check and deposited 
it at Second National Bank. The 15% reserve require- 
ment allowed Second National Bank to create a loan 
amounting to 85% of $850 which is $722. When this 
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was credited to Smith Lumber Company's account at 
Third National Bank, it enabled this bank to create 
another loan amounting to 85% of $722 whichis $614. 

“So,” I continued, “if you would carry through the 
calculations to the bottom of column 4 of Table 3, 
they would add up to $5,667 which is all new money 
created as loans — called checkbook credits, or 
deposit credits, or just deposits — by the commercial 
banking system. Note that this amount is over five 
times the $1,000 which entered the system as a 
Treasury check.” 

‘And that $1,000 was part of the $1 billion that the 
Fed created out of nothing to buy the Treasury 
Bonds. Is that right?’’ Martha asked. 

“That is right. Sometimes a graph can be helpful in 
understanding a column of numbers. Here is the 
graph we have put together to illustrate the money 
creating process. 


f | 850 First National , | } 
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“The vertical scale at the right indicates how much 
money is being created. The segments numbered ‘1, 
2, 3,’ etc., along the horizontal line represent individ- 
ual commercial bank loans. 

“Notice that we begin with the initial $1,000 
deposit which was created by the Federal Reserve. 
This $1,000 is the base which supports the creation 
of loans by First National, Second National and 
Third National and any other banks which might 
participate in the expansion process. 

“Brand new deposits ($850, $722, $614, etc.) are 
created as loans at each bank. When these loans are 
added together and then combined with the initial 
$1,000 deposit, we find that $6,667 has been added to 
the money supply. Remember that all of this money 
is debt. Even the initial $1,000 originated as a loan 
from the Fed to the U.S. Treasury. 

“Bach bank in the graph is linked to two segments: 
one represents a deposit which it keeps on its books; 
the other represents a loan it creates based on the 
reserves brought into the bank by the deposit. The 
deposits it takes in, bring in reserves and on the basis 
of these reserves it can create money as an interest- 
bearing debt or as checkbook money which it can use 
to buy equipment, investments, etc. 

“The term fractional reserve banking means that 
the total of all the reserves held by all the banks is 
only a small fraction of the amount of new bank 
deposits created and loaned at interest. In this exam- 
ple, for instance, 15% of each new lot of reserves 
which a bank receives must be designated as ‘re- 
quired reserves.’ 


“When Dick Peters took his loan out of First 
National in the form of an $850 check drawn on his 
account, he took with it 850 reserves which were 
added to Second National’s reserve account when 
his check was cleared. First National lost reserves 
to Second National but they did not lose the 15% of 
‘required reserves.’ That 15% is recorded in its 
reserve account. The initial $1,000 deposit from Mr. 
Doe stayed on the books of First National. Simi- 
larly, 15% of each subsequent deposit will stay on 
the books of all the banks participating in the ex- 
pansion process. Each bank will create a loan equal 
to the remaining 85% of that deposit. 

“We often hear the reserve requirement explained 
as though a bank took in a certain amount of money, 
say $1,000, and held 15% as a reserve and lent out 
85%. This explanation makes it sound as though 
there is no money creation taking place. 

“However, the simple mathematics of fractional 
reserve deposit expansion proves that this is not the 
case, 

“Look at the example. The $1,000 created by the 
Fed and injected into the banking system even- 
tually constitutes only 15% of the total amount of 
money which the banking system can create. The 
Fed's initial reserve has become 15% of the grand 
total of money created by the banking system. 


cor = $6,667 grand total created 


“No matter what the reserve requirement might 
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be at any given time — 15%, 10%, 20%, etc. — the 
requirement simply indicates the maximum number 
of times the commercial banking system can multip- 
ly the Fed's deposits. 

“Thus we see that, unbelievable as it may seem, 
the commercial banking system can, and does, create 
money in amounts up to several times the reserves 
lodged in reserve accounts at regional Federal 
Reserve banks. This created money can be lent or 
spent into circulation by the banks. 

“One could go toa friend to borrow money and this 
is sometimes done. But an individual friend cannot 
lend several times the amount of savings he hasin his 
bank or cookie jar. Yet this is exactly what the bank- 
ing system does.” 

“Wait a minute,”’ Carl exclaimed excitedly, ‘‘the 
bank is creating a loan which is 85% of its new 
reserve. That isn’t ‘several times.’ I can see from the 
graph how it adds up. But each bank is only creating 
a little money at a time.” 

“That is correct. Notice what I said: the composite 
commercial banking system can loan up to 6.667 
times the $1,000 in our example. By composite I 
mean the combined system, the total system. Here is 
a direct quotation on this subject from the Federal 
Reserve itself.” 


The fact that what can be done by the banking 
system as a whole differs so much from what can be 
done by any indivdual bank is one of the most dif- 
ficult things to understand clearly in the whole field 
of banking. It seems paradoxical. Yet it is a fun- 
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damental fact of utmost importance. The difficulty is 
to see that the limited power of the individual bank, 
which can lend somewhat less than the amount of ad- 
ditional reserves it receives, can, when exercised by 
many individual banks, enable them altogether to 
lend several times the amount of the additional 
reserves. But what each bank receives is in each case 
the greater part of what has already been received by 
another bank, so that the same amount keeps work- 
ing over and over again, alittle diminished each time. 

The practical consequence of this is that the Fed- 
eral Reserve authorities, by supplying a relatively 
small volume of additional reserve funds, make it 
possible for the banking system as a whole to supply 
the public with a far greater additional volume of 
credit. Contrariwise, by withdrawing a relatively 
small amount of funds, when member banks have no 
excess reserves, the Federal Reserve authorities can 
make it necessary for the banking system to borrow 
the amount withdrawn or to reduce loans and invest- 
ments — consequently deposits — by several times 
that amount. 


“The economist, Professor Paul A. Samuelson, 
states in his widely-used, standard college economics 
textbook, Economics, An Introductory Analysis:'* 


Few understand that all our money arises out of 
debt and JOU operations. 

The banking system as a whole can do what each 
small bank cannot do: it can expand its loans and 
investments many times the new reserves of cash 
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created for it, even though each small bank is lending 
out only a fraction of its deposits. 


“Notice that the professor says that the banking 
system expands the new reserves ‘created for it.’ 
When the Fed creates money and injects it into the 
banking system through purchasing government se- 
curities or any asset, this new money is created for 
the banking system. It is a gift, free raw material — 
as it were.'® 

“Notice, too, that the professor makes it very clear 
that our money ‘arises out of debt and IOU opera- 
tions.’ The vast majority of money created by the 
Fed and the commercial banking system is debt. All 
the money created as debt must eventually be repaid 
to the creator, at interest.” 


What if there is only one bank? 


“But suppose there is only one bank | in the 
community,” Ed asked. “What happens then?’ , 

“With only one bank, the total allowable expansion 
could be made in one step if nee — to borrow 
$5,667 right away. A bank with a monopoly on money- 
peo yo! have to be concerned about losing 
reserves to other banks. All the steps in the example 
could have taken place within onebank, if there wereonly 
onebankin themoney system. Allthe transactionsinthe 
example, plusas many moreas necessary tocomplete the 
expansion, would simply be bookkeeping transfers from 
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account to account within the same bank. In fact all 
these transactions could have taken place and all the 
loans made in the same day, as far as the bank is con- 
cerned. 

“The only worry for a single bank monopoly would 
be a cash demand exceeding what it has on hand in 
its reserve account. A cash demand is the only way a 
monopoly bank could be subject to losing reserves. 

“The description of fractional reserve deposit ex- 
pansion using the $1,000 deposit clearly identifies 
the multi-bank, gradual, step-by-step procedure 
which operates in communities all around the coun- 


try every day. 


wl SAAS ee ee ee 
Money supply equals debt supply 


“Tp our multi-bank example each individual bank 
prudently keeps its ‘required reserves’ as a contin- 
gency against cash withdrawals. This kind 
prudence minimizes the risk of cash shortages which 
might cause concern among bank customers. 
all the banks in this example ha 
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Bankers get their raw material every time the Fed 
puts money into the system.” 

“As you might imagine there are some serious 
problems with the present system. But we cannot 
overlook the fact that at least this system does get 
money into circulation. We know that money doesn’t 
grow on trees. Somehow money must be created by 
human beings. At the moment, the fractional reserve 
deposit expansion method is being used. It has been 
around a long time! Some scholars say it has been 
used in one form or another for 4,000 years! 

“As we are beginning to see, this type of system 
has many flaws and is unstable. There are many 
bankers who are looking for improvements which 
will permanently stabilize the system. 

“One big problem with the system is that the Fed 
not only puts new reserves into the system, thus 
increasing the money supply, it can also remove 
reserves from the system. This is accomplished by 
the Fed selling something — a government security, 
unwanted equipment, etc. When the reserves are 
removed from the banking system, a contraction 
chain-reaction begins. Ultimately loans which were 
created against a certain level of reserves must be 
called, or not renewed, because the supporting 
reserves are no longer available. When the Fed 
removes reserves from the system, commercial 
banks must contract their lending and the commun- 
ity as a whole experiences what is called ‘tight 
money’ — that is, a money shortage.””” 


4. 


What happens to the $999. 0007 — 

“But ccounted for only $1,000 of that $1 
ae tie Teaoury received from the Federal Reserve as 
a deposit credit. What about the rest of it Martha 
asked. it 

“T can answer part of that question, Nancy 
volunteered. The Treasury cantin4 continues to write 
checks until the $1 billion is up. al 

“Sooner or later those checks get into a bank on 
they're first cashed at a grocery store, Carl 
“That we know for sure.” 

“And the money created by the Fed 


is reserves 
loans,” Ed 


depositors if they wanted their money in cash. 

learned that that is only part of the story. 
“You're right, Ed, but I have a feeling that John 

hasn’t told us everything we need to know about the 


money. i 
“At this point let me give you a test question, ' 
said. “Suppose the reserve requirement is 12%. Ho 
much could $1 billion of new reoerven theoretically be 
expanded by the banking system?” 
‘There was silence for several seconds before Nancy 
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spoke hesitatingly, ‘Do you divide the $1 billion by 
0.122” 

“Right,” I said, ‘‘so what is the answer?”’ 

“T was never very good at decimals. Why don't you 
divide it out on your calculator?” 

I did and here is the answer: 


$1 billion_ ti 
0.12 $8% billion 


“This would be new money created out of nothing 
and put into circulation through the banking 
system.” 

“So this is the cause of inflation!"’ Martha exclaim- 
ed 


“Steady now, that’s not what I said. All wecan say 
for sure and prove with our example is that the $1 
billion of reserves will support a maximum of $74 
billion of new bank deposit money (M1) when the 
reserve requirement is 12%. This new money is 
created out of nothing by the commercial banks. 

“Remember, that original $1 billion which started 
the expansion process is not lent out by the banks. It 
comes as a ‘free gift’ from the Fed and it acts as a 
catalyst to the money-creating process. It, too, was 
created out of nothing. The Fed created it as a loan 
when it wrote a credit into the Treasury's checkbook. 

“The net result is that $8% billion of new money 
has entered the economy: $1,000,000,000 created by 
the Fed and lent to the government; and 
%7,333,000,000 created by the banking system — 
most of it lent, and some of it spent into the 
®conomy.” 


“You certainly are a stickler for details,” Carl said 
impatiently. “If this isn’t the cause of inflation, 
what is?” 

“It is too early to come to any conclusions one 
way or another just yet. Remember, at this point we 
are only trying to understand how our monetary 
system operates. Most people don’t know. 

“Tt’s late now,” I said glancing at my watch. 
“This is a good stopping point for our first session. 
If you would like, we could meet again next week.” 

“That would be great,” Carl said enthusiastically. 
And the others agreed. 

“But before you leave, let’s summarize the key 
facts that you need to know about the money 


system.” 


1. Approximately 25% of the money supply is in 


2. Approximately 75% of the money supply is 
bank deposit credits. 


accounts. 
4. Under the present debt-dominant mon 


system, most money is created as debt by the 
mercial banks when they make loans. 

5. Federal Reserve checks enter banks as de 
credits. These are then used by commercial banks 
create more new money as deposit credits. 
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CHAPTER TWO 


The second evening 
Learning the facts was the second step 


“Those summary points you gave us last week 
were a big help in grasping the fundamentals of the 
money system,” Ed said to me as our four guests 
seated themselves in our living room a week later. 
Then he continued, “I still find it difficult to realize 
that most of our money is created out of nothing by 
private money-creators. I had never heard that 
before. It’s mind-blowing!” 

“Yes, the facts about the money system are 
startling,” I replied, “mainly because the full story 
is rarely pieced together so that one can understand 
it easily. Many facts are published and available. 
The problem is knowing where to look and then 
how to trace effect back to cause. The major sources 
of information which we use in our research are the 
Congress and the Federal Reserve itself. The 
Congressional Record has published many reports 
on the money system over the past 70 years. And 
the Fed produces many publications which explain, 
in varying degrees, how the system works.” 

“But why haven’t we heard about how the Fed 
works the way you are explaining it?” Ed asked. 

“I couldn’t say. Imagine how I feel, being ignorant 
of these facts all my business life. Here I was a 
businessman, i in big business, involved with activ- 
ities measured in the hundreds of millions of dollars 
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a year and yet totally ignorant of how a dollar’s 
worth of credit is created and extinguished. Having 
researched the facts, I feel a responsibility to teach 
others so that together our efforts for reform may 
come in time to spare the country another depression 
which could be much worse than the one we experi- 
enced in the 1930's.” 

“Before we begin this evening, could we back up 
for a few minutes and go over what is meant by 
bank reserves?” Ed asked. “I thought I understood 
it here last week, but on Monday when I tried to 
explain it to my boss at the shop, I got all tangled 
up. Please explain it again. What are reserves and 
where do they come from?” 


What are reserves? 


“This is an important question. Once you under- 
stand reserves, you understand the fundamentals 
of banking. 

“Reserves are: 1) cash money in a commerci 
bank; 2) deposit credits held at a regional Fede 
Reserve bank in the name of a commercial bank. © 

“You will recall that there are 12 regional Fede: 
Reserve banks throughout the country. Every co’ 
mercial bank has a reserve account at one of thi 
regional Federal Reserve banks. 

“The reserves serve a dual function: the deposi 
credits can be converted into cash to meet a bank’ 
requirement for currency and coins; the dep: 
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credits and cash can also provide the basis for 
creating new money as loans. 

“The Fed is the banker's bank. So, to repeat, 
reserves are deposits in the form of bookkeeping 
entries at the Federal Reserve banks credited to 
commercial banks plus cash in the banks. 

“The Federal Reserve banks are also the source 
for the distribution of cash currency (Treasury 
coins and Federal Reserve notes) which the com- 
mercial banks must have available when their 
customers want cash. Cash is bought by commercial 
banks. They pay for it with reserves from their 
reserve account at their local Fed bank. When a 
bank customer takes cash out of a commercial 
bank, the bank loses reserves. 

“On any one banking day the level of total 
reserves in the system is relatively constant, even 
though reserves are shifting from bank to bank as 
money flows through the economy. The reserves of 
every bank in the system will be moving up or down 
in response to the movement of checks and cash 
among the banks. This is because every check must 
be backed by a certain amount of reserves. When 
checks transfer money from one bank to another, 
the reserve accounts of the banks involved are 
debited and credited accordingly. 

“May I emphasize that banks do not lend out 
their reserves. The purpose of reserves is to provide 
the base upon which the banks create loans. Once 
the checkbook money is created and put out into the 
economy, the reserves ‘tag along’ until the loan is 
repaid and the money extinguished. Then the 


49 


reserves are freed and another loan can be made 
against them. 

“Our supply of money—commonly called M1—is 
the result of creating money as loans based on the 
total reserves in the banking system. In fact, a more 
correct term for reserves is monetary base. If you 
use monetary base as a synonym for reserves, you 
will find it easier to understand.””? 


Where do reserves come from? 


“Now let’s see where these reserves come from. 
It’s really very simple. There is only one source of 
reserves, or the monetary base, and that is a 
Federal Reserve bank. 

“Last week we learned how the Fed increases the 
reserves when it lends money to the government. 
The Fed also creates reserves when it buys govern- 
ment securities through what are called ‘Open 
Market operations’.”3 

“Open Market operations,” Ed said thoughtfully. 
“T’ve heard that on the news, I think. It seems to me 
that it has something to do with New York—you 
know, Wall Street and all the mega-bucks!” 

“That's right,” I said. “Open Market operations 
take place at the New York Federal Reserve Bank 
which is located near Wall Street. Through Open 
Market operations the New York Fed (which is the 
most important bank of all the 12 regional Fed 
banks) regulates the amount of reserves in the 
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nation’s banking system.” 

“Last week you said that the Fed creates money 
out of nothing every time it writes a check,” Martha 
said. “Does the Fed write checks to buy things 
through these Open Market operations at the New 
York Fed?” 

“Yes! That is exactly what it does,” I replied. 
“When the Fed decides to increase the reserves in 
the banking system, it buys government securities. 
The Fed buys the securities from dealers who 
specialize in government securities, in the same 
way that you would buy a Chevrolet from an 
authorized Chevrolet dealer. The Fed writes a good, 
unbounceable check against no funds and gives it 
to the dealer. The dealer deposits it into an account 
with a commercial bank. This increases the bank’s 
reserve account. It also means that there is an 
increase in the total reserves in the whole banking 
system. 

“The Fed may buy hundreds of millions of dollars 
worth of government securities in one day using 
this procedure. Every dollar it uses to buy the 
securities is money it creates out of nothing.” 

“Do these Open Market operations put new re- 
serves into the system?” Carl asked. 

“That’s right.” 

“So with these new reserves in the system, the 
banks can create more money as loans, as we 
learned last week?” he asked. 

“That’s right. Here’s how the Federal Reserve 
Bank of Boston summarizes Open Market opera- 
tions.” 
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In short, the check which the Federal Reserve 
used to pay for the government securities 
was deposited in the commercial banking 
system, where it in turn led to the creation of 
new loans in the form of new checking 
account money. 

(Putting it simply, page 16) 


“If the Federal Reserve decides to reduce the 
amount of money in the system, it just reverses the 
process. It sells some of its government securities. 
When it receives a check from the dealer, the Fed 
simply deducts the amount of money on the check 
from the reserve account of the commercial bank on 
which the check is drawn. This means that the 
commercial banking system has lost some reserves. 
This, in turn, means that the banking system 
doesn’t have as much monetary base to work with 
and so the banks can’t create as much money as 
they could before. It may mean that some banks 
must start calling in loans, depending on how mych 
money the Fed is pulling out of the system.” 

“Can the Fed make these changes deliberately?” 
Nancy asked. 

“Yes, the Open Market operations are deliberate 
acts which can increase or decrease the amount of 
money which the banks can lend.” 

“Suppose millions of businessmen need money to 
expand,” Ed said. “And suppose at the same time 
millions of people want to buy homes. And suppose 
none of them can get the money except by borrowing 
from banks. Are you saying that they might not be 
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able to get the money they need if the Open Market 
operations don’t put enough reserves into the 
banking system?” 

“Yes, that’s right. The amount of reserves in the 
system is almost totally dependent upon deliberate 
decisions of the Fed,” I replied. 

“That’s a huge power for a group of people to 
have!” Carl exclaimed. 

“Yes, it is truly an awesome power,” I said. 
“Understanding the nature of reserves is fund- 
amental to finding out how our money system 
works. By changing the amount of reserves in the 
banking system, the Federal Reserve can influence 
the amount of credit available to businesses, in- 
dustries, farmers, etc. By increasing the reserves, 
the Fed can allow banks to create more money. By 
reducing the reserves the Fed puts the squeeze on 
banks and their customers. 

“Bank reserves are directly related to the amount 
of debt in the economy. So this review of reserves is 
leading us right into the topic we are going to 
discuss tonight: debt.” 


Debt: public and private 


“You know, John, I’m not so sure we need to 
worry that much about debt,” Carl said. “I’ve been 
reading in the newspapers that debt isn’t so bad 
because the assets we have exceed our debts.” 

“Well, America does have an astonishing amount 
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of capital assets, that’s true. But no matter how 
many assets we have, we will always need money to 
pay our debts. The only time that people’s assets 
can be used to pay their debts is in bankruptcy 
court,” I replied. 

“Consider, for instance, MacDonald’s. Now there 
is a company with millions, maybe billions, of 
dollars worth of assets but they still want $1.25 fora 
hamburger. Why? Because they can’t pay their 
debts with assets. They need to do business with 
money! 

“The fact that nearly all money is created as debt 
poses a problem for all of us, even those who havea 
lot of assets. With debt compounding and becoming 
more and more unpayable every day, the system’s 
demand for money is far greater than the money 
available to pay off this debt. 

“It’s always easy to tell when the economy 
doesn’t have enough money in it,” I continued. 

“How is that?” Ed asked. “I thought it was 
difficult for the experts to figure out whether there is 
too much or too little money in the economy.” 

“All you need to do is read the newspapers,” I 
replied. “Frequent reports about such things as 


problems, bankruptcies, and huge world debts, are 
all signs that there is too little money available. 
These reports are proof that the economy is troubled 
by too little money and too much debt. 

“Let’s look at the total debt of the United States. 
Here is a chart which I drew to illustrate how the 
debt is growing. 


Total Debt 
Federal Plus Private 


1900 1920 1940 1960 1980 2000 


“The total debt is made up of two parts, the 
Federal debt and the private debt. To the extent that 
State and local government debt is non-Federal, it 
is considered to be part of the private debt. The 
lower line traces the Federal debt since 1915.” 

Ed was staring at the chart with a quizzical look 
on his face. Then he said, “We hear a lot about the 
government’s debt being huge, and it is, but 
according to this chart it is only a fraction of the 
total debt.” 

“That’s right,” I replied. “The government is one 
of the biggest single borrowers in the country today. 
Nevertheless the debt of the private sector is far 
greater than the government's debt. 
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“Pye drawn a chart of the Federal debt. Let’s look 
at it first before we consider the private debt and 
then put the two together. 


The Federal debt 


“Atthe end of 1981, the Federal debt was $1,028.7 
billion and rising steeply.‘ In 1836 the Federal debt 
was zero! This was during Andrew Jackson’s 
administration. The first major increase to $25 
billion was in 1916-1919 (World War I). Then from 
1940 to 1946 (World War II) the debt jumped to $269 
billion. It has been rising steeply ever since, even in 
times of ‘peace’.° 
Figure 5 
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“People sometimes ask, ‘Why worry about the 
Federal debt? We owe it to ourselves, don’t we?” 

“The fact is we owe it to the holders of government 
bonds—among whom individual citizens hold only 
about 14% ($143.6 billion). We owe some $131 billion 
to the Federal Reserve banks, which are private 
institutions. Commercial banks hold about $109.4 
billion. 


Table 4 
Ownership of Federal debt 
end 1981) 
billions of dollars 
Gross public debt of U.S. Treasury $1,028.7 
Held by non-banks and individuals: 


U.S. government agencies and trust funds 203.3 
Insurance companies 19.1 
Other companies 37.8 
State and local governments 85.6 
Individuals: Savings bonds 68.0 
er securities 75.6 
Foreign and international 141.4 
Mutual savings banks 5.2 
Other miscellaneous investors* 152.3 
Total 788.3 
Held by banks: 
Federal Reserve banks 131.0 
Commercial banks 109.4 
Total 240.4 


Percent held by individuals; 14% ($143.6 bil + $1,028.7 bil) 


“Includes savings and loan associations, non-profit institutions, corporate 
Pension trust funds, dealers and brokers, certain government deposit 
‘ccounts, and government sponsored agencies. 

Source: Federal Reserve Bulletin, September 1982 Table 1.41. 


Note: The government's figure for the Federal debt is given for the fiscal 


year ending September 1981. The Federal Reserve's figure appearing 
ubove is for the debt at the end of the calendar year. 
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“Figure 5 shows that the Federal debt has been 
accumulating over 200 years. It grew very slowly 
until 1913, but since 1940 it has grown bigger ata 
faster rate than ever before.” 

“There has to be a logical explanation for that 
kind of skyrocketing debt! I wonder what itis?” Ed 
exclaimed. 

“ America has been living with accelerating debt 
for years. Maybe it doesn’t matter any more how 
big the debt gets,” Carl said. Then he added, “But 
the trouble is we, the taxpayers, have to keep 
making payments on the growing national debt.” 

“Will the Federal debt continue to grow?” Martha 


asked. 

“Well,” I replied, “our research team asked tha 
same question in 1974 when the debt was $4 
billion. Rather than speculate on the future, 
chose to concentrate on understanding precisel; 
whatcaused the debt to get to $475 billion. And wi 
found out. If you are willing to pursue this objecti’ 
search with me a little further you will be able 
answer your own question with certainty. 

“Of course the Congress keeps voting for i 
creases in its Budget and this, obviously, caus 
the debt to grow. But one of the reasons that the 
Congress must increase its Budget is that therei 
an automatic debt-generator at work. This 
compound interest. 

“We need to look first at this debt-generator 
its effect on the total Federal debt. 

“Here is a chart of the annual interest cost 
the Federal debt. 


Figure 6 


Annual Interest 
on the Federal Debt 
(in billions of dollars) 


in 1836 
zero debt 


aC Hee PIQROCO 


1800 1850 1900 1950 2000 

_ “In 1981 the interest cost on the Federal de! 

$82.6 billion, the third largest item in the cite 
after welfare and national defense.* In 1836 when 
the debt was zero, the interest cost was zero. 
“Both the debt curve and the interest curve follow 
similar paths. This is because the annual interest 
S ost is a percentage of the debt. For 1981 this was 
-0%. (You can calculate this by dividing $82.6 
bi llion by $1,028.7 billion—the total Federal debt— 
wich ee 8.0%.)” 

t this point Ed broke in, “How much longer cai 
we stand this rate of growth of the debt? Aerating 
~ your charts, the debt is increasing faster every 
se But even so, I don’t feel it—or do I?” 

e you sure you don’t feel it?” I asked. “ 
member, the Federal debt is part of the total aie 
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were looking at a few minutes ago. The government 
uses the money it gets from income tax to pay its 
pills—including its debt and the interest on the 
debt. Our taxes increase as the government debt 
increases.” 

“Who gets that $82.6 billion of interest” Nancy 
asked. 

“The holders of the government’s debt. These are 
the institutions and individuals listed in Table 4,” I 
replied. “There are three key facts which the charts 
of the Federal debt and the interest on this debt 
illustrate. They are: 


F Key facts 
* aL teet billion was the Federal debt in 


* $82.6 billion was the interest on the Federal 
debt in 1981. 

* The path of both the debt and the interest 

continues steeply upward. 


Lessons from histo 


“You might wonderif other countries in the 
have suffered from such indebtedness as the Uni 


can point 
problem in Greece. 
inflation became a major caus 
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Roman Empire. In more modern times the ex- 
perience of France in the 1790's is a ‘textbook 
illustration’ of the effect of debt-money on a 
Map ieee 

“The American historian Andrew Dixon White 
published a record of the French inflation.? White 
recorded not only the quantity of the debt but also 
the corresponding cost of various items of food 
clothing and fuel. Figure 7 was plotted from the 
data in White’s book. It shows the course of debt- 
money inflation in France during the decade 1790- 
1800 which was the period of the French Revolution 
and the rise of the dictator Napoleon.® 


Figure 7 


History of 
Debt-Money 
Inflation in France 


1794 


1796 1798 
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“In 1790 France was having financial problem 
due to prior involvement in foreign wars (including 
the American Revolution). 

“The French Assembly was persuaded to issue 
bonds for the purpose of paying off creditors. 
Assembly sold bonds to the banks in exchange fo; 
Treasury credits and francs (the basic unit of 
French money) which the government then used to 
pay its debts.” 

“Was the relationship between the Assembly and 
the bankers like the relationship between our gov 
ernment and the Federal Reserve?” Nancy asked. 
“I mean, did the French bankers have money 
creating authority?” 

“Apparently so,” I replied. “Otherwise the French 
government would have exercised monetary author- 
ity and issued the money without debt. 
“In Figure 7 that first little circle for April 179 
represents the first issue of debt: money—400 milli 
francs (0.4 billion). This was all spent by September. 
The French Assembly could see no ill effects o1 
inflation, so they borrowed 800 million francs more 
from the bankers in September. 

“The increase in France’s national debt can be 
traced by the circles. The increase was gradual at 
first but within a few years it got out of control. By 
mid-1795 the debt had increased to 14 billion franes 
One year later it was 40 billion. 

“At this time the French economy was mai 
agricultural. There wasn’t much industry, and s 
the government was one of the biggest borrowers in 
the country. 


“You might be wondering whether the Assembly’s 
debt was having any effect on the prices of goods in 
the marketplace. There is a connection. Historian 
White converted the prices of a sample of consumer 
goods into American money of the period. Here are 
a few extracts.® 


Table5 
French inflation 1790-1795 

1790 1795 
Bushel of flour $ 40 §$ 45.00 
Cartload of wood 4.00 .00 
One cabbage 08 5.00 
Pair of shoes 1.00 40.00 
_25 eggs 24 5.00 


“As this table illustrates, something very serious 
happened to the French money system. History 
records that runaway inflation soon destroyed the 
French economy. The middle class went bankrupt 
and Napoleon rose to power. France did not 
recover from this collapse for over 40 years.” 

“J don’t like the look of that chart of the French 
debt,” Ed said. “It looks too much like the one of 
our government’s debt and the total Federal and 
private debt! And those French price increases are 
worrying, because I’ve seen prices of common, 
everyday things like candy bars and bread go up 
ten times in my lifetime!” 

“Yes, the charts of the French debtand America’s 
debt are strikingly similar,” I said. “We will see 
that there is a common factor involved which 
causes debt to grow. 


“In order to discover this common factor we 
need to turn now to America’s private debt, which 
you will recall, is approximately four times as 
great as the current Federal debt. 


The private debt 


“As Figure 4 illustrated, America’s total debt 
was made up of the following components in 1981 


$ 1,029 billion Federal debt 
4,171 billion private debt 
$ 5,200 billion total debt 


“The total debt is $5,200 billion, or $5.2 trillion? 
Financial writers, as you pointed out, seldon 
express serious concern about the private debt 
But they should be vitally concerned.'! I 
explain why. 

“Private debt is all the money owed by 
private sector of the economy—some to ba 
(about one-third),—the rest to other institutions. 

“Bank loans for automobiles, furniture, hon 
appliances are included in the total private deb 
Short and long-term loans to businesses are a 
included. 

“As you young people are well aware, the banl 
will not lend any money unless the borrow 
agrees to pay an interest charge, currently in . 
range of 15%-20% per year. Has it ever occurred 
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you that the interest cost on the private debt is a 
major cause of inflation?” 

After a few moments of reflection Ed replied, “I 
don’t see how that can be. The mortgage interest I 
pay to the bank subtracts from the money I have to 
spend, but how can that cause inflation?” 

“Have you ever noticed that you are paying the 
interest cost not only on your own debt but also on 
the debts of hundreds of other people and cor- 
porations?” 

“Do you mean to say that strangers go into debt 
without my consent and then saddle me with the 
interest cost?” 

“Precisely!” I replied. 

“Well, that’s a new one on me,” Ed responded in 
quiet wonderment. 

“Let me give you a specific example to illustrate 
the fundamentals of the process. You and Martha 
have a telephone, of course. In 1981 the telephone 
company (American Telephone and Telegraph 
Company— AT&T) paid the banks $4.36 billion in 
interest on their borrowings.'* The cost of interest is 
considered to be a legitimate business expense so 
AT&T passes this charge along to their customers. 
Over 142.4 million telephones were in use in the 
United States in 1981 so your share of that interest 
cost was $30.62 ($4.36 billion divided by 142.4 
million telephones is $30.62 per phone per year, or 
$2.55 per month.)” 

“But $2.55 a month isn’t a lot of money when you 
consider what a good job the telephone company is 
doing,” Carl said. 
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“Almost everyone would agree that the telephone 
company does a fine job,” I replied. “But remember 
the purpose of this exercise is to illustrate the 
fundamentals of the process whereby we all pay 
someone else’s interest cost when we use their 
service or buy their product. And remember, the 
$2.55 is only the tip of the iceberg. AT&T has 
thousands of suppliers, companies large and small. 
Each of these has its own bank debt. The interest 
cost is included in the cost of their products or 
services to AT&T and to every other customer as 
well. The pyramiding effect of these totaled interest 
costs increases the price of everything we buy 
whether it be telephone service or a loaf of bread. 
Let’s look at the interest paid to banks by AT&T 
and also the Pillsbury Company, a major food 
processor. 


Figure 8 


AT &T 
Interest Cost 


1960 =: 1965 1970 1975 1980 1985 


Figure 9 


Pillsbury 
Interest Cost 


1960 1965. 1970 1975 1980 1985 


“Dollar sales multiplied by eight for both com- 
panies from 1960 to 1981. AT&T’s interest cost, 
however, multiplied by 15 times over the same 
period (from $280 million in 1960 to $4.36 billion in 
1981). Pillsbury’s interest cost multiplied by 75 
times (from $1.2 million in 1960 to $90 million in 
1981).13 
_ “Every product which is for sale carries an 
interest cost which is channeled through the 
producing company back to a bank. This cost is 
paid by the buyer—whether he or she is employed, 
unemployed, or living on a pension. Consequently 
each one has given up, unknowingly, that much 
purchasing power. As a nation we have much less 
real purchasing power as a result of the interest 
drain to commercial banks.” 
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“How much less?” Ed asked. 

“About $200 billion in 1981.” 

“You seem very sure of the $200 billion figure.” 

“Tt is easy to verify this figure. The references we 
used are Economic Indicators for November 1982 
(page 28) and the 68th Annual Report of the Board 
of Governors of the Federal Reserve System (table 
showing conditions of all Federal Reserve banks). 
In these publications we find that the total debt to 
the Reserve and commercial banking system was 
roughly $1,448 billion in 1981 ($1,316 billion to 
commercial banks and $132 billion to the Reserve 
banks). During 1981 the approximate rate of interest 
on this total bank debt was 14%. So, multiplying 
$1,448 billion by 0.14 we arrive at the answer: $200 
billion of interest paid on debt to the banking 
system and thereby extinguished. 
“Now, no-one is disputing the fact that this $200 
billion was part of producer's ‘cost of doing business.’ 

“The problem is that in the all-debt money system 
as the producers get caught up in borrowing to pay 
interest, their interest costs increase and this pushes 
up the price of their products. The amounts they 
must borrow to pay interest do not go into circulation 
as money, but simply add to their debt (and thus the 
total debt of the country). 
“The borrowing to pay interest increases the 
amount of debt in the economy but does not increase 
the money supply by an equal amount. The system 
does not receive an equal injection of money to 
cover the increased debt. This contributes to the 
money shortage relative to the products available 
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which are carrying higher and higher price tags as 
the interest burden increases.” 

“It sounds as though consumers don’t gain any 
benefit out of the rising debt. Is that right?” Carl 
asked. 

“That’s right. The rising debt and rising prices 
are accompanied by a money shortage. In 1981 the 
dollar amount of the shortage was $200 billion. 

“Let’s get down to some specifics. Ed, how much 
of this $200 billion did you pay?” 

There was no response for a few moments. Then 
he said, “Won’t that be difficult to figure?” 

Then Martha said, “We could get a rough idea if 
we knew the population of the United States.” 

“It was about 222 million in 1981.” 

“Then let’s divide $200 billion by 222 million and 
that ought to give us at least an approximate 
answer.” 

“That’s $900!” Ed exclaimed, gazing at the 
calculator in amazement. “But that can’t be right 
because I paid much more than that in interest on 
my mortgage alone.” 

“Ed, that $900 is an average, per person,” I 
replied. “There are four in your family.” 

“So my total contribution to other people's interest 
payments was $3,600! Why, that’s almost a quarter 
of my yearly income.” 

“When I pay the phone bill next month,” Nancy 
said, “I’m going to remember that. The $2.55 I’m 
paying to the phone company for their interest 
payments is the tip of the iceberg, as John called it. 
The small amounts we pay for interest on other 
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people's debts add up to a lot of money!” 

“When interest rates are low these amounts are 
relatively small,” I replied. “But we need to bear in 
mind that as interest rates go up on loans from 
commercial banks, the total amount we are paying 
in interest costs on goods and services simply has to 
increase. Furthermore, the producers’ interest cos 
which is passed on to the consumer, is a direct result 
of the fact that almost all of our money comes into 
existence as a debt to the privately-owned Federal 
Reserve banking system.'* As producers’ inte’ 
charges increase, the prices they charge to con: 
sumers also increase. 

“Creating money as debt locks the system into 
a vicious cycle where more and more borrowing is 
required just to keep any money at allin circulation. 
I would like to illustrate this with an example that 
involves some interplanetary travel.” 

“] hope the explanation is simple,” Carl sighed, 
“My mind is so full of disturbing thoughts and bi 
numbers I’m not sure it can take much more. I can 
think better in hundreds. How complicated is 
explanation going to be?” : 

“It’s even simpler than the telephone example,”! 
replied. 

“Those big numbers boggle my mind,” Car 
continued. “When you start talking about a milliol 
dollars my mind resists thinking about it; a billior 
dollars turns me off. I can’t cope with it. And 
trillion dollars, forget it!” 

“Many people react in much the same way to big 
numbers and so we're going to confine this illus 
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tration to a $100 loan, and, Carl, you’re going to 
make that loan to Ed and get rich on the interest 
payments!” 

“Well, that’s something of real interest to me—no 
pun intended. Let’s go. Did you say interplanetary 
travel is involved?” 

“That’s right. We’re going to take off for Pluto. 


The Pluto experiment 


“In order to understand the mechanism which 
causes inflation, we must first understand how 
money is created and how it is extinguished. The 
problem is that, while many textbooks, television 
reports, and magazine articles describe parts of 
the creation/extinguishment cycle, few references 
have ever pieced it all together to explain why a 
debt-money system is unstable and how it in- 
evitably causes inflation, followed by recession 
and depression. 

“Toillustrate the basics of debt-money creation/- 
extinguishment, we need to start from scratch. To 
do this we are going to go to a place which has no 
money. There we will set up a debt money system 
and, by following the stages of the creation of 
debt-money, you will quickly see exactly why this 
kind of system is inherently unstable. 

_““Remember, the purpose of this expedition is to 
Simplify and clarify the fundamentals of the 
Present United States monetary system. Because 
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we must start from scratch, the ‘subtle errors’ in the 
design of the system will be more readily detected a 
the ‘gross errors’ that they really are.” 
“Let's go,” Ed interrupted, “Countdown: five 
seconds, four seconds, three, two, one, zero . . 
blastoff! We're on our way to the planet Pluto!” 


Creating money on Pluto 


“We arrive on Pluto and set up our new com 
munity. We develop our economy and soon are 
ready to graduate from the stage of barter. We 
need a more convenient means to exchange our 
goods and services. With my expert knowledge of 
finance I persuade the colony to adopt the system 
of ‘bank checkbook credit’—as now used on plane 
earth—and to appoint Carl as the banker with me 
as consultant. The majority of the colonists are 
satisfied to put the ‘complicated business of 
banking’ into someone else’s hands, so the 
approve the legislation which I write giving th 
banker exclusive authority to govern the moneta 
affairs of the colony under broadly stated ob 
jectives. 

“Carl and I then proceed to work out operating 
rules and procedures, that we may alter from ti 
to time as our ‘good judgment’ might dictate. 

“Carl names this private corporation the Plute 
Central Bank. He assumes the authority to creat 
Pluto dollars, just as the Federal Reserve assumeé 
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the authority to create United States dollars.” 

“But we didn’t bring any money with us to Pluto,” 
Nancy said. “Where will Carl get the Pluto dollars 
for his bank?” 

“He will create them!” I replied. 

“Out of what?” 

“Out of nothing!” 

“Ts that legal?” Martha asked. 

“Well, that is exactly the way the Federal Reserve 
banks and the commercial banks in the United 
States create money: out of nothing. Do you 
remember we went over this subject last week.” 

“Yes, I remember,” Martha said. “But I can’t 
seem to make myself understand that banks can 
create money out of nothing.” 

% a, Someone must create money. As we 
have said so many times, money doesn’t grow on 
trees. At the moment banks are creating money 
here on earth as interest-bearing debt. Our Pluto 
experiment will reveal the problems inherent in this 
method in just a moment. Let’s see how Carl is 
getting on with his business. 

“The first customer Carl has at his bank is Ed 
who comes in to borrow $100, which represents an 
adequate money supply for our little community. 
Ed has an honest face and property, worth more 
than $100, which he is willing to pledge as security 
for the loan. Carl prepares a promissory note for 
Ed’s signature and gives him a checkbook and a 
deposit credit of $100. This he does by making a 
Simple bookkeeping entry. Presto! Carl has created 
“$100 debt against Ed, which Ed is obliged to pay 
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back to Carl at interest of, say, 6%. Now let’s see 
what happens. 

“One year passes. Carl, the banker, notifies Ed 
that an interest payment of 6%—$6—is due. What 
are the consequences of Ed's obligation to pay this 
interest cost? There are two possibilities: 


1. Ed could write a $6 check to the banker to pay the 
interest. The result is that $94 will be left in 
circulation. A $100 debt will remain. The loan must 
be renewed for another year. At the end of the 
second year, $6 more of interest is due. When Ed 
pays this interest there will be $88 left in circulatio: 
If Ed continues to pay $6 per year interest, by the 
17th year there will be no money left in circulatioi 
but the debt will still be $100. Carl will ultimately 
obliged to take possession of Ed’s pledged property, 
according to law. It is obvious that Ed wasn’t wi 
to pay the interest regularly. 


Ed interrupted, “But suppose I’m a farmer u} 
there on Pluto. Why don’t I pay the interest b: 
giving Carl a sack of potatoes worth $6?” 

“The banker doesn’t want your potatoes, h 
wants money or your pledged security. Now, let’: 
examine the second possibility for paying off Ed’: 
loan, 


2. At the end of the first year Ed chooses not to 
the interest but to borrow it from the banker thereb; 
increasing the loan principal to $106. Carl is hap} 
to lend the additional $6. It’s no problem for him. 
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can create it just as he created the initial $100 as an 
additional debt against Ed. The banker hastens to 
point out that the interest on the additional $6 is 
only 36¢ the first year. This is a paltry sum to keep 
oo circulating money supply up to full strength of 
$100.” 

“Do I detect a facetious tone in your voice?” Ed 
inquired. “Is this second alternative really as in- 
nocent as it sounds?” 

“To answer that question we will need to calculate 
your interest cost and total debt during the first five 
years. In tabular form they look like this: 


Table 6 
Growth of a $100 debt at 6% interest 
Original Debtat Interest Money in 
Year borrowed year dueat circulation 
principal end yearend (M1) 


1 = $100 $106.00 $6.00 $100 
(remains (remains 

2 ‘the same 112.36 6.36 the same 
for the for the 

3 five years) 119.10 6.74 five years) 

4 126.25 7.15 

5 133.82 7.57 


“The debt at the start of the second year is the 
original $100 plus the interest at 6% which is: 


$100 original principal 
+6 interest charge 
$106 debt after one year 


The second year’s interest is: 


$106 original principal plus one year’s in 
_x.06 interest rate 
$6.36 interest charge for the second year 


So, the debt at the start of the third year is: 


$100.00 original principal 

6.00 first year’s interest 

___ 6.36 second year’s interest 
$112.36 total debt after two years 


What is the debt at the end of the fifth year? 
$126.25 debt after four years 


__+7.57 fifth year’s interest charge 
$133.82 total debt after five years 


“Wow,” Nancy said. “Look how the inte 
makes the debt grow.” 

“What do you think of this system of borrowing 
pay interest?” 

“Well, I don’t think it’s so bad,” Ed replied. ‘ 
interest is only $7.57 for one year.” 

Martha interrupted, “But Ed, look at the debt. 
has increased by one-third in five years.” 

“Yes, I know,” Ed replied, “but the interest h 
only increased from $6.00 to $7.57. That’s o: 
$1.57. We can handle that.” 

“Do you suppose you could handle the incre 
after 50 years?” I asked. No-one answered 
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“Well, let’s not speculate on the answer. I have 
made the calculations out to 70 years. That’s not a 
long time in the history of our Pluto colony. 


Table 7 
Debt growth-70 years at 6% interest 


Original Debtat Interest Money in 
borrowed year end* due at year circulation 
principal end (6%) (M1) 
Year y I 
1 $100 — $106.00 $6.00 $100 
(remains (remains 
2 the same) 112.36 6.36 the same) 
3 119,10 6.74 
4 126.25 7.15 
5 133.82 7.57 
10 179.08 10.14 
20 320.71 18.15 
30 574.35 32.51 
40 1,028.57 58.22 
50 1,842.02 104.26 
60 3,298.77 186.72 
70 5,907.59 334.39 


“includes interest due 


“Inspection of this table reveals several im- 
portant facts about a monetary system which is 
based entirely on debt.” 


@ The debt increases each year but the 
actual amount of money in circulation 
(M1) is only the original borrowed 
principal. 


@ The debt increase is moderate in the 
early years but it increases expo- 
nentially with time to unbelievably 
big numbers: the increase in the Pluto 
example being $79.08 in the first ten 
years, but $2,608.82 between the 60th 
and 70th year. 


@ At no time can the debt be paid with 
the money thatis in circulation! Even 
at the end of the first year the $100 in 
circulation is $6.00 short of the indebt- 
edness. The bank can foreclose on the 
borrower’s pledged property. 


@ In the 50th year, all the money in 
circulation ($100) won’t even pay the 
interest due to the bank—$104.26. 


@ Asthe debt increases asa result of the 
interest build-up, more property must 
be pledged as security for the in- 
creasing debt. 


“Calculating Ed’s interest looks like a long an 
tedious job to me, and it’s my bank that he ow 
the money to! I really ought to learn how to fig: 
it ‘quick and easy’.” ; 
“You havea whole year to calculate the interest, 
Ed laughed. “$100 multiplied by 0.06 equals $6. 
of interest due at the end of the first year.” 
“That oneis easy,” Carl replied. “Debt multipli 
by the interest rate equals the interest due for tha’ 
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year. But if you’re so smart, would you tell me what 
your debt will be at the 20th year without looking at 
Table 7?” 

Ed sat silently for several moments. Then I broke 
in, “Well, as our colony appointed me consultant to 
the Pluto Central Bank, I will show you how to 
calculate Ed’s debt quickly. This is a problem in 
compound interest. The formula for calculating 
compound interest is: 


D=P (1+r)" 


Where: 
Dis the debt at the end of the year 
P is the borrowed principal ($100 in this case) 
ris the annual interest rate (0.06 in this case) 
nis the year in question 


“This formula is similar to other formulas where 
the result is determined by multiplying one quantity 
times another quantity which, in turn, is being 
raised to an exponential power. ‘Being raised to an 
exponential power’ means that this second quantity 
is being multiplied by itself. The number of times it 
is being multiplied by itself is indicated by the little 
number to the right. Mathematicians speak of this 
type of formula as having the following general 
form: 


“The ‘x’ in the general formula is the exponent. 

“Another characteristic of this general formulais 
that as the ‘a’ in the formula is multiplied by itself 
more and more times, the graph of these amounts 
traces a curve that is flat at first but then rises 
steeply higher until it becomes almost a vertical 
line. Because the formula for the compound interest 
on any given debt principal is in this general form, 
the graph of any compound interest debt will be one 
of these exponential curves. For instance, the Tota 
Debt chart (Figure 4) is a classic example of an 
exponential curve. We will be seeing more of these 
curves in just a moment. 

“Now let’s find the debt at the end of the first year 
(n=1) using the compound interest formula. 


Di=$100 (1.06)! 
=$106 


“The debt at the end of the second year (n=2) is: 


D2=$100 (1.06)? 
=$112.36 


“The debt at the end of the 20th year (D=20) is: 


D20=$100 (1.06) 
=$320.71 


“Do you have any questions about these cali 
lations?” I asked. 
“Yes, I do,” Martha said. “Could you explain hov 
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to raise a number to exponential power, like (1.06)20? 
How do you do that?” 

“One way, of course, is to multiply 1.06 by 1.06 
and then multiply that product by 1.06 and continue 
the process 20 times! Like this: 


1.06 x 1.06 x 1.06 x 1.06 x 1.06 x... 3.2071 


“Fortunately there is an easier way: simply use a 
calculator! Another easy way is to use the mathe- 
matical tables which give the exponential values 
for various interest rates for any given year. Bankers 
frequently use such tables. 


The exponential curve 


“A moment ago I mentioned that an exponential 
formula traces a distinctive type of curve—an 
exponential curve.” 

“Wait a minute,” Nancy interrupted. “I don’t 
understand how a formula can make a curve. Will 
you explain how that works?” 

“Ofcourse,” I replied. “The method is very simple. 
All that is involved is using a formula to get several 
different numbers and then plotting these numbers 
on graph paper. To illustrate this I have drawn a 
chart for the exponential formula used to calculate 
compound interest. This chart shows how a small 
debt grows very rapidly when interest is com- 
pounded. 
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“Just look at Figure 10,” I continued. “The 
horizontal line across the bottom of the chart i 
marked off in years—10 years, 20 years, 30 years, 
etc. The vertical line is marked off in dollars. Usi: 
the formula for compound interest, we can find 
what the debt will be after 10 years, 20 years, 
years, etc. Using the $100 debt and a 6% inte’ 
rate, we find that the debt grows from $100 to 
$320.71 after 20 years. 


D=P (1+r)! =$106.00 
D=P (1+r)?_ =$112.36 
D=P (1+r)?_ =$119.10 
D=P (1+1r)”° =$320.71 


“To draw the curve which illustrates this growth 
of the debt, we simply make points on the chart 
which correspond with the growing amounts as 
shown in Figure 10. The line connecting these 
points traces a curve which is quite flat at the 
beginning but then becomes steeper as time goes 
on. Mathematicians explain that these numbers are 
increasing exponentially—they increase by bigger 
and bigger amounts each time the exponent in- 
creases another notch. When these points are 
plotted, the result is an exponential curve. 

“Remember that in this example Ed is not paying 
off his interest, nor is he repaying the original $100 
principal. Do you see whatis happening to his debt? 
Because of the mathematics of the compound 
interest formula, his debt is growing exponentially. 

“The $100 which he borrowed originally is staying 
in circulation and has probably been subdivided 
into smaller amounts—$20, $10, $5, $1, ete.” 

“What about that $320.71? Isn’t thatin circulation 
too?” Nancy asked. Then she added hastily, “No, of 
course it isn’t. Only the $100 orginal debt principal 
is in circulation. I keep forgetting that.” 

“That's right,” I said. “The chart shows the 
original $100 debt as a straight line along the 
bottom. This line represents a $100 debt that has 
been turned into cash and is in circulation. The 
curved line above this $100 represents the increasing 
interest charges on this $100 debt. The bank is 
keeping a record of these increasing charges. The 
bank is adding them to Ed’s loan account. Ed will 
have to pay off this debt eventually. But at the 
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moment he could only pay off $100 of it in money, 
since this is all the money there is in circulation.” 
“Hold it,” Ed said, “I’ve spent that $100 a long 
time ago. A few dollars come back from time to time 
in exchange for my potatoes, but I have to spend 
them on things my family needs. What I havein my 
pocket is peanuts compared with the $100 I bo 
rowed, not to mention the $320.71 I owe the bank. 
After a thoughtful hesitation he continued, “Hey, 
even if I could earn back all of that $100 and pay it 
to the Pluto Central Bank, I would still be in debt to 
them.” 
“Ed, how much would you still owe the bank a 
paying off your debt principal?” I asked. 
“Let’s see,” he replied “it would be $320.71 min 
the $100. That is $220.71. Good grief! Now I see it 
That $220.71 never existed as money so it is 
impossible to pay my total debt in money!” 
“That's right,” I said. 
“That is incredible!” Martha exclaimed. 
“The $220.71 which Ed can’t pay in money 


debt.” 
“What a rip-off!” Ed exclaimed. : 
“The $220.71 which Ed will owe the bank at thi 
20th year never existed as money. The general tera 
for this unpayable debt is unmonetized ded 


which means debt which has never been turned 
into money.” 

“Ts there such a thing as monetized debt?” Nancy 
asked. 

“Yes, the $100 is monetized debt. The $100 is 
money, checkbook money. It is created money. The 
Pluto Central Bank created it as a bookkeeping 
entry credited to Ed’s account. 

“So you see that Ed’s total debt is composed of 
two parts: 


$100.00 monetized debt 


$220.71 unmonetized debt 
$320.71 total debt at the 20th year. 


“That $220.71 is accumulated interest charges at 
the 20th year resulting from the original $100 I 
borrowed, right?” Ed said. 

“That’s correct. You obligated yourself to pay the 
bank a fee for the use of the $100.” 

“Yes I know that. But I didn’t agree to pay $220.71 
interest for the use of a measely $100.!” 

“Oh yes you did agree,” Carl protested. “I’ve been 
practicing on John’s calculator. You agreed to pay 
5% interest. Well, $100 borrowed at 6% grows to a 
$320.71 debt after 20 years.” 

“Well I can’t pay it. Now what happens?” 

_“I foreclose and take the property you pledged. 
''m calling the loan and calling my lawyer,” Carl 
declared. 

“Not so fast,” Ed replied. “I’m beginning to see a 
way out of this box. The trouble is there’s not 
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enough money in circulation. John, let’s get some 
more money into circulation and I'll solve m 
problem!” 

“Okay, that’s easy enough. The Pluto Central 
Bank can create some more just like the first $100 it 
loaned to you. How much more do you want?” 

“No, I don’t want to borrow any more. Im 
enough trouble now. Someone else should borrow it 
Borrowing is the only way we can get more mone; 
into circulation as I understand it.” 

“Yes, in the all-debt money system that is th 
only way. How much do you want in circulation: 
Ed?” 

“Enough to cover my bank debt with some t 
spare. Let’s make it a round $1,000 for eas 
calculating. If we can’t get nine more people like 
to borrow $100 each, let’s get the Pluto government! 
to borrow the money for a public project li 
defense, welfare, or to build a dam.” 

“There’s nothing wrong with a public project,” | 
broke in, “as long as the following provisions ar 
met.” 


1. The colonists vote in favor of it; 

2. they are willing to tax themselves to pay fo 
it; 

3. there is sufficient manpower available 
accomplish the project. 


“To avoid getting sidetracked,” Martha sail 
impatiently, “why don’t we just agree to these th 
conditions. I’m anxious to see how Ed is going to g¢ 
out of debt!” 
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“We are all agreed, then. The borrowed principal 
has now been boosted from $100 to $1,000. The 
money in circulation (M1) is therefore $1,000. Let’s 
make a new tabulation to show the Pluto colony’s 
combined debt.” 

“That will be simple,” Nancy said, “all we need to 
do is multiply the dollar numbers in Table 7 by ten. 
I'll write them out.” 

Here is what she wrote. 

Table 8 
Growth of Pluto’s $1,000 debt 


Total Debtat Interest Money in 
borrowed yearend due at year circulation 
principal end (6%) (M1) 

Year P D I 
1 $1,000 $1,060.00 $ 60.00 $1,000 
2 (remains 1,123.60 63.60 (remains 
the same) the same) 
3 1,191.00 67.40 
4 1,262.50 71.50 
5 1,338.20 75.70 
10 1,790.85 101.37 
20 3,207.14 181.53 
30 5,743.49 325.10 
40 10,285.72 582.21 
50 18,420.15 1,042.65 
60 32,987.69 1,867.22 
70 59,075.93 3,343.92 


_ “My portion of the debt is the same as in Table 
f ,’ Ed said as he studied the new tabulation. 

That extra money in circulation really solves my 
problem. I’m going to work like a trojan in my 
Potato field and flood the market with potatoes. I’ll 
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save and save and pay back the bank at the start 
of the second year...$106...no problem. And 
there’s plenty of money left in circulation after I pay 
my principal and interest.” 

“But suppose the potato crop fails because of wet 
weather or a drought and you can’t pay the bank 
until the fifth year?” Carl asked. 

“Still no problem,” Ed replied. “I simply pay the 
$126.25. There’s plenty of money in circulation. All 
Thave to do is work hard and earn it.” 

“Ed is right, if he works hard and is thrifty then, 
according to the American tradition, he can pay off 
his bank debt and even build upa surplus. Butif he 
does, others must fail in order for Ed to succeed.” 

“Why, that’s ridiculous,” Martha said. 

“Tt may sound ridiculous,” I replied, “but with a 
debt-money system there is never enough money or 
credit to pay off all the borrowed principal plus all 
the interest. Some people may accumulate enough 
money or credits to pay off their portion of the 
principal and interest fees, but that results in a 
money shortage in the general economy. More 
borrowing is necessary to postpone the bankruptcy. 
And mind you, it is only a postponement. The 
ultimate collapse is inevitable. Let me illustrate. 

“Suppose that Ed has success growing potatoes. 
He accumulates $106 and pays off his bank loan” 
plus interest at the end of the first year. There will 
then be $894 left in circulation. ($1,000-$106 = 
$894).” 

“Wait a minute” Carl protested. “That $106 
doesn’t disappear, it’s in the bank.” 
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“True, the $106 is in the bank, but it is not in 
circulation. Itis no longer part of the money supply, 
M1. Interest and principal payments paid toa bank 
always remove that amount of money from circu- 
lation.” 


The extinguishment process 


“Why that’s fantastic,” Nancy said. “You mean 
to tell us that money paid to a bank is out of 
circulation?” 

“Precisely. The definition of the M1 money supply 
is ‘notes and coins and checkbook money in 
circulation with the public’. If a loan is paid back to 
a bank it is no longer in circulation with the public. 
It frees up some reserves, but new money can’t be 
created and circulated until someone takes out 
another loan. 

“A little booklet from the Federal Reserve Bank of 
New York called Money: master or servant? (page 
15) explains the extinguishment process this way: 


... bank credit isn’t a one-way street. It 
adds to our money supply, to be sure, but 
our money supply declines as bank credit is 
repaid. Banks, then, can ‘destroy’ or ‘ex- 
tinguish’ money as well as ‘create’ it, 


“The booklet then goes on to clarify further the 
extinguishment process with this helpful statement: 
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When borrowers repay loans, they use 
money in their checking accounts. Banks 
destroy money they created, when the 
economic need for it expires. 


“All you need to remember about the important 
extinguishment process is that it is the reverse of 
the creation proces. Thus, when you pay off a bank 
loan, the money is simply cancelled from the bank’s 
books. Since the money was created as a bookkeeping 
entry based on ‘reserves’, the repayment of money 
simply means that the loan goes back to the 
nothingness from which it was created. In , 
process some reserves are freed. These may be us 
to create another loan but this is not automatic. 
Someone has to be willing and able to borrow in 
order to continue the creation process. 

“Thus, commercial banks create money when 
loans are made, and extinguish money when loans 
are repaid.” ; 

“Are you saying that when loans are repaid to a 
commercial bank there is less money in circulation?” 
Ed asked. 

“Exactly,” I replied. 

“So when announcements are made on the TV 
that ‘M1 declined $3 billion today’ it means that $ 
billion was repaid on loans to banks?” he asked. 

“Yes,” I said and then added, “or it could mean 
that money was moved into savings accounts 
which aren’t part of M1. But more often it means 
that money was extinguished through loan repay- 
ments. 


Pluto’s money shortage 


“Now let’s see how this process affects Pluto’s 
money supply. 

“Let's suppose that Ed doesn’t pay the bank until 
the 20th year. How much will the money supply be 
reduced when he finally pays off the debt? Here are 
the figures: 


$100.00 Ed’s original principal 
+220.71 interest at the 20th year 
$320.71 payment to the bank at 20th year. 


“How much money is left in circulation in the 
colony? 
$1,000.00 money supply 


-320.71 Ed’s payment 
$ 679.29 left in circulation at 20th year 


“Over the 20 years the debt of the Pluto colony 
has been compounding even though the money 
supply has remained at $1,000. At the end of the 
20th year and after Ed pays off his debt, the 
figures look like this: 

$3,207.14 Pluto colony’s total debt 
-320,71 Ed’s payment taken from themoney supply 
$2,886.43 remaining total debt to be paid with 
a money suppy of $679.29! 


“If Ed doesn’t pay his debt until the 40th year, 
conditions will be even worse in fact, impossible! 


91 


$ 100.00 Ed’s orginal principal 
+928.57 total interest due at 40th year 
$1,028.57 debt to the bank at 40th year 

“Comparing this with the money supply, we fii 
that Ed’s debt exceeds the $1,000 that is in circu 
lation! 

$1,000.00 money supply 
-1,028.57 Ed’s debt to the bank 
$ 28.57 more debt than money! 

“Of course the total debt of the colony has bi 
compounding over the 40 years and stand 
at $10,285.72.” 

“Hold it a minute,” Carl interrupted. “You me 
we owe the Pluto Central Bank $10,285.72 
Why, we can’t pay that off. Even Ed’s debt couldn’ 
be paid off with the entire $1,000 money supply ...i 
he could get his hands on it—which he can’t! Thi 
colony is bankrupt!!” Then he paused for a momen’ 
“Do you mean that the United States money sys 
works like this? Do you mean that the United Sta 
is bankrupt because of the debt-money system?” 

“Yes,” I replied. “Day-by-day in the United States, 
the public and private debts are compounding while 
the money supply, although growing some, is effe 
tively shrinking because of its loss of purchasi 
power. In order to keep the economy from goi 
bankrupt, more and more money must be borrowed 
into existence just to keep some money in circu- 
lation.” 

My friends just sat there transfixed. Finally 
spoke, “Why is it that I have to be 30 years old 
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before someone explains the money system in a 
way I can understand?” 

Then Carl added, “This is fantastic. No-one ever 
explained the system like this before—using a $100 
debt. John trapped us into listening to his simplified 
explanation using that $100 bait. Now I understand 
why we were getting into serious trouble up there on 
Pluto. The thing that worries me is that it looks as 
though we're in the same kind of trouble here on 
earth!” 

“Hold it Carl,” Ed objected. “What do you mean 
we were in trouble up on Pluto? You weren’t in 
trouble, I was. I was the one up to my neck in debt. It 
looks to me as though you stand to gain from this 
money system. If I can’t pay my debt to you, which I 
can’t unless someone else borrows from you, then 
you get my property!” 

“Don’t get so up-tight,” Carl replied. “I’m only 
running the system that John suggested. When we 
landed on Pluto none of us had any idea about how 
to create money. John was the one who set up the 
whole thing. If you’re going to blame someone, 
blame him—not me. I was just trying to make a 
living too. I didn’t understand what was going on 
any more than you did!” 

“Now cool down, Carl,” Nancy said. “We all 
know you were just working the system that John 
set up. But surely there must be another way to 
create money without causing all this trouble.” 

“Yes thereis,” I replied, “and we will getinto that 
subject during our next session. But let’s finish off 
our Pluto example and see how it relates to our 
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problems here on earth. 

“The fundamental mathematics of a money 
system based on debt are the same anywhere in the 
universe and at any time in history. Table 7 
illustrates this basic fact. Are you clear on the 
development of these tabulations? 

My young friends nodded in agreement. 

“And Table 8 is similar but 10 times bigger 
because Ed wanted more money in circulation. 
Figure 11 compares the debt experience on Pluto to 
what has been happening to the citizens of the 
United States since 1914. 

Figure 11 
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“The upper curve is for the Pluto colony. The 
scale to the left applies to this curve which repre- 
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sents the growth of the colony’s debt after it 
borrowed $1,000 into circulation. This was what 
Ed wanted loaned into circulation so that he could 
manage to pay off his bank debt. 

“The lower curve is the actual total debt of the 
United States, taken from Figure 4. The scale is at 
the right.” 

“This is hard to believe,’ Martha exclaimed. 
“The curves are almost the same shape, but not 
quite.” 

“Both curves are exponentials so they obey the 
mathematical law: 


D=P(1+r)n 


“On Pluto we kept the interest rate (r) constant at 
6% as the years (n) increased. Thus, 


Debt=Borrowed Principal (P) x (1 + .06)n 


“In the United States the interest rate over the 
years has varied from less than 1% to over 20%. The 
borrowed principal has increased from less than 
$100 billion in 1915 to several thousands of billions 
in the 1980's. 

“The interest rate determines how fast debt grows. 
The pace of Pluto’s debt growth was determined by 
a steady interest rate of 6%. The pace of America’s 
debt growth, however, has been accelerating. Debt 
has been growing larger, faster, than in the Pluto 
example. Why? Because United States interest 
rates have been pushed up from under 1% (during 
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World War II) to over 20% in recent years. This i 
why the line tracing the U.S.A.’s debt growth afte; 
1970 becomes much ‘Steeper than the line traci 
Pluto’s debt growth.” 

“Tt’s clear to me now that ‘the gross errors’ in 
money system are the root of all our economic 
troubles,” Ed said. “That compounding of un- 
payable interest on the total debt causes terrib 
troubles in the economy—troubles that affect my 
life. But how can we solve such an overwhelm 
problem?” he continued. “You said that Cana 
France, Great Britain, Germany—all these countries 
have the same type of money system. It seems a 
though we are all going down the bankruptcy chute 
together unless a miracle comes to pass.”!5 

“We are in deep trouble,” I agreed. “But the 
situation should not be considered hopeless in the 
20th century. One would think that a nation that. 
can develop the technology, equipment and auto 
matic controls to put teams of men on the moon and 
bring them back safely to earth, certainly ought to 
be able to solve its money problems. Don’t you think 
so?” 

“Yes, it would seem so,” Nancy agreed. “But 
sending men to the moon was a scientific and 
engineering achievement. Scientists and engineers 
have to deal with facts. The money problem involves 
politics and that alone seems to compound the 
difficulties.” 

“Nancy, solving the problems of space travel was 
once considered, by most people, to be a wild, 
impossible dream. But when capable men of 
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goodwill were organized to accomplish it, the effort 
succeeded! Many of the scientists and engineers 
who worked in the moon projects and other space 
programs have now become managers in their 
companies or in the government. These men are 
intimately acquainted with the scientific method 
for finding out the facts about any problem, no 
matter how complex it may appear to be. They 
know how to devise automatic controls to stabilize 
interrelated systems. Don’t you think they could 
correct the inflation problem if they really set their 
minds to it? Of course they could!” 

“Then why don’t they?” Nancy asked impatiently. 

“T don’t know; perhaps we should ask them. 
Meanwhile let’s finish our work for this evening 
and list the conclusions we have reached so far. 


The DUM Equation 


“Figure 12is a generalized picture of the condition 
that always develops in a country having a debt- 
money system. 

“The vertical scale can be American dollars, 
Canadian dollars, English pounds sterling, French 
francs, German marks, Japanese yen, or what have 
you. The shape is always an exponential curve. It 
has to be because debt grows according to the fixed 
formula: D=P (1 +r)n. This formula causes expo- 
nential growth of debt. It is a mathematical law. 
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any debt generated according to this formula isn 
automatically created with the debt in a del 
money system. It is important to realize that at 
present time the entire money supply is owed to 
banks. Altogether the country owes the b 
over three times the money supply. 


Figure 12 


The DUM Equation 


Debt = Usury + Money 
Py 


Money Supply 


Years 


“The money supply is the ‘monetized’ portion 
the debt. Itis the portion which has been turned ini 
checkbook money, currency and coins. The total 
debt consists of this ‘monetized debt’ plus 
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‘unmonetized debt’ which is in the form of book- 
keeping entries made to borrowers’ loan accounts. 

“The difference between the monetized debt (the 
money supply) and the total debt is usury. Expressed 
mathematically we have: 


Debt=Usury + Money 
or 
D=U+M 
“Which is just plain dumb!” Nancy observed. 


“That is exactly why we call it the DUM Equation. 
Here is the scientific definition of usury.” 


Usury: 

any charge at all (whether 1% or 100%) 

by a private lender (the Federal Reserve or 
commercial banks) 

for the use of money (as a deposit to 

the lender is allowed the bank account of 

to create the borrower, who may 
be an individual, a 
company or government) 

out of nothing 

as a debt to the borrower 


and an interest-earning 
asset to the lender. 


“That's strange,’ Martha said. “I always thought 
of usury as excessive interest.'* But you say that a 
1% charge can be usury. How come?” 

“Here is the distinction. If the lender is a private 
group and creates money to be loaned, out of 
nothing, the fee for its use is more accurately called 
usury. Carl created the $100 as a debt against Ed. 
Therefore whatever interest rate he might charge is 
correctly defined as usury, even if it is only %%.” 

“Well, then, if Ed would lend some of his potate 
money and charge 50% per year, that wouldn’t be 

usury?” Nancy asked. 

“That would not be usury, because Ed did not 
create the potato money. He earned it by his work in’ 
the potato field. He is entitled to a fee for giving up 
the use of his earned money. The distinctive nam 
for that fee is interest. Perhaps no-one would be 
willing to pay him 50% as Martha suggested but he 
might compete with the Pluto Central Bank and 
ask for 6%. Yes, and if someone needed the mone 
badly enough, Ed might charge 10% oreven 25% a 
still beable to lend the money at these higher prices. 
In a free society the amount of interest would be 
negotiated between Ed, the lender, and his borrower, 

Here is a good way to remember the distinction 
between interest and usury. 


Money created by a private lender, when 
loaned, gives rise to primary debt and the 
fee for its use (while commonly called 
interest) is correctly defined as usury. 


100 


Earned money, when loaned, gives rise to 
secondary de t and the fee for its use is 
interest. 


“When primary debt is repaid to the agency 
which created it out of nothing, the money is 
extinguished that is, destroyed, subtracted from 
the money supply. Usury payments, too, remove 
money from the M1 money supply. 

“When secondary debt is repaid to the lender, 
however, the money is not extinguished. Itremains 
in a checking account and is still part of the M1 
money supply. In this way secondary debt and 
interest do not cause a drain on M1 (as do primary 
debt and usury). But they do constitute a cost of 
production and therefore contribute to higher 
prices. In 1981 the total secondary debt in the 
United States was approximatley $3.7 trillion and 
the interest on this debt amounted to $525 billion. 
Table 9 
Breakdown of the total debt of the United States 

(end 1981) 
Federal government debt $1,029,000,000,000 
Private sector debt 4,171,000,000,000 
Total debt (end 1981) $5,200,000,000,000 


The annual interest/usury on 

the total debt (end 1981): $728,000,000,000 
Of the total debt... 
Commercial and Reserve 
banks were owed: 


$1,448,000,000,000 
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The usury due on this 


amount: $203,000,000,000 
Non-bank lenders were 
owed; $3,752,000,000,000 


The interest due on 


this amount: $525,000,000,000 


Note: The private debt ($4,171 oe is made up of approximately % 
bt. 


primary debt and % secondary debt. 


“Tt takes a bit of digging to discover how usury 
and interest influence the economy. Once you grasp 
the fundamentals, however, it becomes very simple. 

“This evening we have covered a lot of ground 
that is new to you. Perhaps we should bring this 
session to a close at this point. But before we do, let’s 
take five minutes to summarize the main elements 
of this evening's discussion. 

“Last week's summary contained five items. This 
week we will continue with number six.” 

“Tt would be helpful to glance at the five points for 
a refresher,” Ed said. 

“That's a good idea,” Carl added. 


Key facts 

1. rs aaa 25% of the money supply is in 
cas 

2. Approximately 75% of the money supply is in 
hank deposit credite: yi nay 

3. Money is not just Federal Reserve bank notes 
and Treasury coins. Most of our nation’s money 
supply (M1) is numbers in depositor’s checking 
accounts. 


4. Under the present debt-dominant money sy- 
stem, most money is created as debt by the 
commercial banks when they make loans. 

5, Federal Reserve checks enter banks as deposit 
credits. These are then used by commercial 
banks to create more new money as deposit 
credits. 

6. The Federal debt was $1,029 billion at the end 
of 1981. 

7.The interest on the Federal debt was $82.6 
billion in 1981. 

8.The path of both the debt and the interest 
continue to rise steeply upward. 

9. The total debt of the United States in 1981 was 
$5,200 billion ($1,029 billion of Federal debt 
plus $4,171 billion of private debt.) 

10. The annual interest load on the total debt in 
1981 was $728 billion and increasing expo- 
nentially. 

11. This $728 billion is paid by consumers, you 
and me, because interest costs are incorporated 
into the selling price of everything we buy, 
whether a product or service. 

12. Money created by a private lender (the Reserve 
and commercial banks) when loaned, gives 
rise to primary debt and the fee for its use is 
usury. 

13.Earned money when loaned gives rise to 
secondary debt and the fee for its use is 
interest. 

14. The money supply of the American people is 
seriously reduced every year by the demand 
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and extinguishment of usury payments. In 

1981 this amount was $200 billion. 

15. The purchasing power of the American people 
was further reduced by the price increases 
from rising interest costs. 

16.Total debt in an all-debt monetary system 
equals usury plus the money supply: 

D=U + M (The DUM Equation). 

17.All money paid to a commercial bank to 
reduce principal and usury on a loan removes 
money from circulation. (Money paid to a 
commercial bank is extinguished.) 

18.A debt-dominant money system is unstable 
because: 

a) most money is created as loans and there- 
fore debt; 

b) only the principal is placed into circulation 
as the money supply (M1) when bank loans 
are made; 

c) so there is not enough money to pay bank 
interest (usury) without reducing the money 
supply and making total debt unpayable 
because any payment of usury withdraws 
money from circulation; 

d) this withdrawal of money sets up a shortage 
which triggers demand for additional 
borrowing just to preserve the money 
supply; 

e) theadditional borrowing expands the debt 
exponentially thereby expanding the interest 
burden exponentially. 


“Item 18 summarizes precisely the fundamental 
cause of America’s runaway inflation.” 

“One thing is really clear to me now,” Ed said. 
“T’ve learned that money isn’t created as a result of 
work. Money is created first and then you have to 
work to pay it back, plus the uncreated interest— 
the usury! I always thought that people worked and 
created wealth and, well, somehow money was 
created as a result. But since you need money 
first—to get started in any venture—I now see that 
money is created and that allows you to work. And 
maybe you can pay off your debts and maybe you 
can’t.”” 


“Is there any solution to this problem?” Martha 
asked. 

“Yes there is,” I reassured her. “‘A problem well 
understood is half solved. Now that we understand 
that debt-money is at the root of our inflation 
troubles, it will be relatively easy to see what needs 
to be done to solve the problem. That is what we will 
study next week.” 

And so our second meeting came to a close. 


1. The appendix contains a bibliography listing a number © 
publications available from the government on the Federal 


Reserve. Helpful publications are also available from the 
Board of Governors of the Federal Reserve and from the 
regional banks. These publications are listed in a digest enti- 
tled: “Public Information Materials of the Federal Rese 
System" which is available, free of charge, from the public 
information offices of the regional Federal Reserve banks. 
Readers may be interested in a statement made by Woo 
Wilson in 1911 when he was Governor of New Jersey: “ 
greatest monopoly in this country is the money monopoly. So 
long as that exists, our old variety of freedom and individual 
energy of development are out of the question. A great indus- 
trial nation is controlled by its system of credit. Our system of 
credit is concentrated. The growth of the nation, therefore, 
all our activities are in the hands of a few men. This is 
greatest question of all: and to this statesmen must addr 
themselves with earnest determination to serve the long 2 
and true liberties of free men." (as quoted in The Story of Our 
Money, 2nd Edition, by Olive Cushing Dwinell). 


2. Money in the Economy, (San Francisco: The Federal 
Reserve Bank of San Francisco, 1981) page 23. 


3. Paul Meek, Open Market Operations (New York: Federal 
Reserve Bank of New York, 4th edition, 1978). f 


4. U.S. Congress, Joint Economic Committee 97th gres 
2nd Session Economic Indicators, prepared by the Council of 
Economic Advisers, (Washington, D.C.: Government Printin 
Office, November 1982) page 32. 

5. U.S. Treasury Reports: Public Debt of the United State: 
House Document Number 93-78 (Part 2) 93rd Congress 1st 
Session, pages 1117 and 1118; U.S. Treasury Bulletin: : 
ember 1975, Table FD-1 Summary of Federal Debt; Ta 
FD-2 Interest Charge, page 27; U.S. Department of 
merce: Statistical Abstract 1976, Public Debt of the Fede 
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Government 1900 to 1974, Table 396 page 240; Economic Indi- 
cators, November 1982, page 32. 


6. U.S., Executive Office of the President and Office of 
Management and Budget, The United States Budget in Brief, 
fe Sao ton, D.C.: Government Printing Office, 1982) page 


7. Andrew Dickson White, Fiat Money Inflation in France, 
Irvington-on-Hudson: The Foundation for Economic Educa- 
tion, Inc. 1959). 


8. Ibid., Chronological Table pages 113-116. 
9. Ibid., page 100. 


10. Credit Market Debt Printout from Flow of Funds Account, 
Board of Governors of the Federal Reserve System, Washing- 
ton, D.C., December 2, 1982. (Note: by the third quarter of 
1982 the total debt had risen to $5,509 billion.) 


11. Here is a notable exception: U.S. News and World Report, 
November 24, 1975: “$3 trillion debt—Is it out of control?’ 
pages 63-64. 


12. AT&T Annual Report 1981; Interest Deductions, page 31. 
Long and Intermediate Term Debt, page 26. 


18. The Pillsbury Company Interest Expense, 1981; Standard 
and Poors, November 6, 1982. 


14. Peter Cook, Free fess coe in Deep Trouble, (Wickliffe, 
Ohio: Monetary Science Publishing, 1976), pages 6 and 9. 


15. Thomas Robertson, Human Ecology: The Science of Social 
Adjustment, (first published in Great Britain, 1947; reprint 
ed., Hawthorne, California: Omni Publications, 1975), Chapter 
7 entitled ‘The World Disease."” Mr. Robertson writes: ‘In the 
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previous chapters we depicted the usurious technique y 
which debt is created and through which power is cent 
The centralization of power can be readily traced in e 
history; but the results of ‘usury’ are not so easily percei 
because of the slowness of the cycle of operations, which 
usually extends over several centuries. 

“This means that the resulting disasters happen with s 
frequency that they may only be witnessed by one generation 
of men in many, and to perceive the sequence of events 
must consult history. 

“To those acquainted with the facts there can be no doubt 
to the antiquity of money lending at interest (usury). Ex! 
evidence shows that it was practiced in ancient Egypt, Pers 
Babylon, Greece and Rome; and there is evidence that it 
always been regarded as a disastrous device. It is, as has been 
shown, at the very foundation of our European civiliza' 
which, for good or ill, is now world dominant.” (page 110). 


16. Webster's Dictionary: “Usury” 1. the act or practice of 
lending money at a rate of interest that is excessively high; 2. 


an excessive or unlawfully high rate or amount of interest; 3. 
(obsolete) interest paid on a loan. 


CHAPTER THREE 
The third evening 
Finding the solution 


“Do you have any questions on anything we have 
talked about during our first two sessions?” I began 
and then waited for several moments. No-one 
responded. Then I continued, “Did you have time to 
review the summary of the key facts, especially fact 
number 18?” 


18. A debt-dominant money system is unstable 
because: 
a) most money is created as loans and there- 
fore debt; 
b)only the principal is placed into circulation 
as the money supply (M1) when bank loans 
are made; 
c) so there is not enough money to pay bank 
interest (usury) without reducing the money 
supply and making total debt unpayable 
because any payment of usury withdraws 
money from circulation; 
d) this withdrawal of money sets up a short- 
age which triggers demand for additional 
borrowing just to preserve the money supply; 
e) The additional borrowing expands the 
debt exponentially thereby expanding the 
interest burden exponentially. 


109 


“T haven’t memorized the points yet,” Carl said, 
“but I’ve been studying them. I find it hard work, 
especially when I come to a point that’s difficult to 
believe, like 18-a: 


Most money is created as loans and therefore 
debt. 


“This point really is hard for me to grasp. I guess 
it’s because all my life I have considered money a 
something to use to pay debts, or to buy groceri 
but now all of a sudden I see that in our pre: 
system money itself is a debt. Understanding 
forces me to make a radical change in my king 
which I don’t find very easy! Every time I look al 1 
dollar bill these days I see those words at the top: 
‘Federal Reserve Note’. I can hardly believe tha 
somebody had to borrow a dollar at usury to bring 
that dollar into existence — first as a bookkeepin 
entry and then as a printed bill.” 

“And the same is true of bank credit money,” I 
added. “Someone had to borrow at usury to brin 
that money into existence. And the money goes out 
of existence as the usury and the principal are pro- 
gressively paid back to the bank. These amount: 
are huge: several billions of dollars each day going 
out of existence. This loss of money from the natio 
economy is felt in cash-flow shortages which re 
in more and more loan applications to the ban 
—the only place where money is being created 
replenish the supply.! 
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“Here’s a helpful analogy. The nation’s money 
supply may be compared to the water in a bucket. 
Water is leaking out through two holes, one labeled 
Principal Repayments and the other Usury 
Payments. Now, to keep the bucket from running 
dry we must add water — that is, New Loans — 
continuously at a rate equal to the leakage from 
those two holes. If the private sector is unable or 
unwilling to borrow, for whatever reason, the money 
supply, M1, drops and this slows down business 
activity.” 

“Hold it. Could we back up for a minute?” Carl 
asked. “This idea of money going out of existence as 
money when it’s paid to a bank is hard to believe. 
Suppose I go to my bank and hand the teller a ten 
dollar bill against my furniture loan. Are you telling 
me that the $10 disappears as money?” 

“Yes,” I replied. “That $10 disappears as part of 
the money supply, M1, when it leaves your hand. 
But it reappears in the statistics as bank-held 
reserves when the teller takes it. Think of it this 
way: all of the folding money and coin on the bank 
teller’s side of the window is out of circulation. It 
has become a part of the bank’s reserves. The other 
part of the reserves is numbers written in the bank’s 
Reserve Account at its regional Federal Reserve 
bank. Reserves are not part of the money supply, M1. 
Reserves are a monetary base which is used by 
commercial banks to create debt-money. 

“Of course few people repay their bank loans with 
cash. Most people pay by check, but the principle 
involved is the same. 
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“When you repay a loan with a personal ch 
the bank simply subtracts the amount from yor 
checking account. The money goes out of: circulation, 
although — as we explained earlier — a ce! 
amount of bank reserves will be freed by your lo 
repayment. 

“We often hear of the money supply declining. 
Loan and interest payments are a major cause 
the decline of the money supply. Another cause is 
the withdrawal of reserves from the banking sys 
by the Federal Reserve when it sells securities 
through Open Market operations. 

“We have to keep remembering that reserves a: 
a monetary base. This base is used by the co 
mercial banking system to create money as loans. 
All the loans created in this way make up o' 
money supply, M1. We have summarized this i 
Key Facts 4 and 5: 


4. Under the present debt-dominant money 
system, most money is created as debt by the | 
commercial banks when they make loans. 

5. Federal Reserve checks enter banks as 
deposit credits. These are then used by com- 
mercial banks to create more new money as 
deposit credits. 


“As we said before, the repayment of loans 
commercial banks reverses the process. When 
loan is repaid, the money reverts back to the fe 
reserves and the nothingness from which it w: 
created. 
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“Remember that only the loan principal is created 
when a borrower signs a loan agreement. When we 
look at the economy as a whole, therefore, we 
discover that there is not enough money in circula- 
tion to pay back the loan principal and all the 
interest due on the principal. We know that interest 
— usury — is being paid to banks by millions of 
people every day. Where does this money come 
from?” 

“I know where it comes from,” Ed broke in with 
an understanding smile. “I made that discovery up 
there on Pluto. Frugal people like me simply work 
doubly hard and save money out of the general 
money supply that got there as someone else’s 
borrowed principal. But even if we persevere, only a 
few of us will be able to avoid large debts and 
bankruptcy.” 

“Exactly!” I replied. “As we found out last week, 
there is never enough money in circulation to pay 
the aggregate interest — or usury — plus the 
aggregate debt principal. Ed managed to pay off his 
debt, but he garnered part of somebody else’s debt 
principal to accomplish it. In the long run, a debt- 
money system, such as ours, must bankrupt many 
in order that a few may succeed.” 

“But John, there is something I just don’t see,” 
Nancy said. “As I understand your explanation, it 
looks to me as though you are saying that there is 
too little money in circulation; I thought inflation 
was caused by too much money.” 

“Not so! The slogan describing inflation as ‘too 
much money chasing too few goods’ is totally 
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misleading. You can prove to yourself that itisn’ta 
statement of fact by going toa grocery store. People 
aren’t shopping like they used to, not because 
they have too much money and the stores are 
empty, but because they have too little money to 
buy the same quality and the same amount of goods 
as they used to. 

“Just look in the newspapers. We are in the mids 
of a recession right now and yet the reports come in 
that inventories are at record high levels. People 
aren’t buying cars, appliances, houses, eve! 
clothing, — not because they have too much money 
but because they have too little. 

“People are going bankrupt at an increasing rate 
not because they have too much money but because 
they have too little! 

“We have learned that money is withdrawn from: 
circulation and extinguished with every principal 
and interest payment made to Reserve and com- 
mercial banks. As more and more interest and 
principal payments are being extinguished there is 
an increasing demand for more money. But with 
interest rates high, and the economy in a slump, 
fewer businesses are borrowing. Money is not being 
created at a sufficient rate to keep up with 
growth of debt. 

“At the end of 1981 there was about 11.6 times as 
much total debtin the economy as there was money: 
Even with money changing hands rapidly (what 
economists call ‘velocity of money’), there simply 
isn’t enough money available to meet everyone's 
interest and principal payments and still maintain 
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a reasonable standard of living for the majority of 
people. The New York Federal Reserve Bank 
has explained that a shortage of money causes 
business recession and unemployment.’ In fact, a 
money shortage is the cause of all three serious 
economic problems: inflation, depression and 
unemployment. 

“The effects of a money shortage show up in the 
number of business failures. In 1972 there were 
9,566 failures — about an average year. But by 1982 
the numbers had grown to 25,346 which was second 
only to the 1932 record of 31,822.” 

“But it seems to me that if there is a shortage of 
money, we shouldn’t need a $50-bill just to do our 
weekly shopping,” Nancy said. “I had never seen a 
$50-bill until a few years ago. Now I blow one 
almost every week at the grocery store.” 

“And you're actually buying fewer things with 
that $50-bill than you would have several years 
ago,” I added. “Think of that exponential curve. 
The quantity of money being borrowed in the 
system is increasing rapidly, but its quality — that 
is, its purchasing power — is declining.” 

“I don'tsee the connection between this increasing 
debt and the fact that prices are rising and money 
doesn’t go as far as it used to. I thought inflation 
was rising prices, not rising debt,” Carl said. 


Debt and rising prices 


“In many ways inflation is a misleading term,” I 
replied. “Because more money passes through our 
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hands, it seems as though prices are inflated. What 
it really indicates is that the value of our money is 
deflated. This reduction in the value of money is 
directly related to the kind of debt growth which we 
illustrated with our Pluto example.” 

“That’s a point,” Ed interjected. “On Pluto we 
had to keep borrowing more and more money into 
existence just to keep some money circulating. In 
order to pay my loan back to the bank, I would have 
had to increase the price of my potatoes. The 
potatoes were still potatoes, but I would have to ask 
more money for them because my bank loan was 
bigger. Is this the idea, John?” 

“Right. You have hit on the principle involved. 
You have to keep in mind that the formula governi 
the growth of debt is in the form of an exponentia 
This means that there is a built-in demand for 
increasing amounts of money to be created. The 
method used to put money into circulation demand: 
more and more debt-creation. Most of the debt 
used to pay unproductive interest fees. This is a 
business expense and is added to the cost of every 
thing you buy. 

“Tn order to see the point that inflation is really 4 
deflation of the value of money, let’s look at the 
following illustration. 

“Several years ago bread cost 50¢ a loaf. Now it 

often costs more than $1.00 a loaf in the store. 


Bread =$ 50 
Bread = $1.00 
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“Do you see that the loaf of bread is stil] bread but 
that something has happened to the money?” 

“T see,” Martha said. “You need twice as much 
money to buy the same loaf of bread. Several years 
ago $1.00 bought two loaves. I even remember when 
it cost 25¢ at our local bakery! That means that you 
could buy four loaves with $1.00. Today $1.00 buys 
only one loaf! That means that the value of the 
dollar has declined.” 

“That's right,” I said. “At one time a dollar even 
bought ten loaves!” 

“But I still don’t see how creating money as debt 
can cause this decline in the value of the dollar,” 
Martha went on. “How does debt cause money to 
lose its value?” 

“Tn order to answer this important question, let’s 
return to Ed’s $100 loan on Pluto. We saw how the 
interest charge caused Ed’s debt to grow even 
though his original borrowed principal was only 
$100. In Table 7 we can see that somewhere in 
between the tenth and 20th year his debt doubled to 
$200. This means that on his original borrowed 
principal of $100, he owed the bank an equal 
amount, $100, in interest. This is the accumulated 
interest he owes for borrowing $100 ten, or so, years 
before. The original $100 was created out of nothing, 
by Carl at the Pluto Central Bank. 

“If Ed can’t repay the $200 he now owes, he might 
decide to pay the $100 interest, but he will have to 
borrow. The $100 he borrows will not be productive. 
It will not even go into circulation. It will be paid 
‘mmediately to the bank and Ed’s debt principal 


will be increased to $200 at the prevailing rate of 
interest. To repeat: no new production 
from this additional debt. 

“In order to make some headway in paying off his 
rising debt, Ed is going to have to increase the pri 
he charges for his potatoes. By the 12th year, Ed’s 
debt will have doubled. In order to pay off 
debt, Ed will have to increase his prices. 

“This very same sequence of events is happenin 
to millions and millions of businessmen all across 
the United States today. Prices must be hiked up te 
keep pace with the cost of the usury which is applied 
to all goods and services. 

“Because all of the original principal, plus all ¢ 
the usury, can never be repaid in a debt-mone 
system, more borrowing is required to pay th 
unpayable usury. Increasing prices is the only wa 
to pay the increasing usury charges. : 

“Since more debt-dollars are demanded to pay 
the same goods and services, the value, or pul 
chasing power, of each dollar declines. 

“In America, the government records thi 
increasing price of goods and services and the col 
responding decline in the purchasing power of th 
dollar. First let’s look at rising prices as meas 
by the Consumer Price Index. 


The Consumer Price Index 


“The Consumer Price Index (CPI) has a techn 
definition used by statisticians and econom! 
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For our purposes we can refer to the index as: a 
measure of the price of a typical urban consumer's 
expenditure on basic goods and services. By 
comparing one year’s index with another we can 
discover how much prices have moved up or down 
and, therefore, determine whatis happening to the 
value — purchasing power — of the dollar. 


As you can see from Figure 13, prices have been 
rising steadily since the mid-1950’s. This chart 
simply illustrates what we have been experiencing. 


Figure 13 


30 in 1914 \ 
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“On this chart, the price of the typical ‘shopping 
basket of goods and services’ was $100 in 1967. Let’s 
take that as our base year and call it 100% or an 
index of 100. In 1850 the price of that same group of 
necessities was much less, in fact it was $27, or 
of our base year or index 27, In 1914 the price ha 
moved up to $30. By 1979 the goods and service 
cost twice as much as they had in 1967, and th 
index stood at 217.4. Prices continue to rise and in 
October 1982 the index was 294.1. Take a closer look 
at the high and low points on this chart. 

“The steep rise in the 1860’s was due to 
inflation which followed the Civil War. Then came 
the post-war decline, until about 1900. The CPI was 
30 in 1914. The next steep rise coincides with Worlé 
War I, followed by the post-war recession, then 4 
leveling in the mid-1920’s and the economic collapse 
in 1929-1930. The low section is the depression with 
a small recovery 1937. This was followed by Len 
Lease spending to re-arm Britain in the late 1930’ 
and then our own involvementin World War II with 
its re-armament spending in the early 1940’s. Th 
CPI reached a plateau of 54 briefly in 1945 and then 
continued upward through 82 during the Korean 
War in the 1950’s. It rose even steeper during the 2 
years of the Vietnam War which ended in 1975, at 
which point the CPI was 161.” 

“May I ask a question at this point?” 
inquired. 

“Yes of course,” I replied. 

“I’m wondering why you selected 1967 as 
reference year for the Consumer Price Index ch 
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Why not pick some even year, like 1960, or that flat 
spot back there in the early 1900's?” 

“We picked 1967 because, in our studies, we found 
that quite a lot of the published data refers back to 
1967 asa reference year, so to simplify our compari- 
sons we picked 1967 too. One may choose any year 
as a reference — 1960 or 1900 or any other. Let’s try 
1900 and see the effect. All we need to do is to 
change the scale on Figure 13. The reference year 
must always be CPI = 100.” 

“So we multiply the 1900 CPI of 25 by four to get 
100!” exclaimed Ed. 

“Right. Thus the 100 for 1967 on the vertical scale 
would become 400, and 217.4 for 1979 would become 
869.6. This means that the price tags on specific 
necessities were four times higher in 1967 than in 
the year 1900,” 

“Yes, and in 1979 those prices were over eight 
times higher than in 1900,” Martha added. 

“ight times higher?” Nancy questioned, “where 
do you see that?” 

“Well,” Martha replied, “if you multiply the 
indices by four to make a base of 100 in 1900, you 
have to multiply 217.4 by four to give 869.6 in 1979. 
That means that in 1979 prices were over eight 
times higher than in 1900.” 

“That's correct,” I replied. “And notice that the 
CPI had risen still higher by 1982. Perhaps Nancy 
finds it difficult to believe that the prices on most 
necessities have increased by six to eight or nine 
times since 1900.” 

“You couldn’t prove it by me,” Carl volunteered 
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with a smile, “I wasn’t here then.” 
“I wasn’t here either in 1900, but I do remember 
1914 distinctly because I used to do simple chores in - 
my grandfather's grocery store. 

“The price of a small loaf of bread was five cents 
and the big loaf was ten cents. 

“In 1914 whole milk was delivered to our home fo1 
ten cents a quart. What is the price today in the 
supermarkets?” 

“About 80 cents,” Nancy replied. “And it keeps 
going up! That’s our problem.” 

“When one considers the extensive technologica 
improvements that have been made in the produc- 
tion of bread and milk and everything else during 
the past 60 years, the prices should have gone do 
progressively, not up! Right?” I asked. 

My friends stared at me for a few moments. Then 
Ed spoke. : 

“Of course what you say is logical. Prices should 
come down as better production methods are intro- 
duced. But we don’t seem to be living in a logical 
world anymore. There's something fishy going on 
in this country, as I’ve said so many times before.” 

“You're right,” I replied. “Now if you will concen 
trate on what the Consumer Price Index can reveal, 
you will be well on your way to understanding what 
is wrong with our money! 

“Referring again to Figure 13 you will notice 
in the far past, wartime inflation was always 
followed by a period of deflation, as after the Ci il 
War (1865) and World War I (1918). But following 
World War II (1945) there was practically no drop im 
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the CPI. Theinflation continued upward during the 
Korean War in the 1950’s and became even steeper 
during and following the Vietnam War, reaching 
301.8 by September 1983, and still rising! 

“To analyze this CPI curve more precisely, our 
research team smoothed out the humps and filled in 
the valleys. The result was Figure 14. 


Figure 14 


1850 


1900 1950 2000 


“Prior to 1914 the curve of the CPI is relatively 
flat, but after 1914 the trend is upward ever steeper.” 

“Isn’t Figure 14 an oversimplification of the CPI 
curve?” Ed asked. 

“Not really,” I replied. “You're certainly welcome 
to have a look at the calculations I used to smooth 
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out the curve.’ If you would sketch in a smooth 
continuous curve free-hand on Figure 13 betwee 
1940 and 1981, you would find that it coincides 
closely to Figure 14. All that this chart is meant t 
show is that on average, the CPI has been going 
ever increasingly for the past 80 years. You wil 
recognize this curve as an exponential. 7 
“The slope of the CPI curve gives us a measureo 
the inflation rate. Where the curve is rising grad 
ually, as before 1914, inflation was low — perhap 
1% or 2%. In 1981 where the slope is steep, the 
inflation rate is higher, actually 10.4%. 
“Everyone feels the effects of what this 
illustrates, especially at the supermarket.” 
“You're right,” Martha said. “I’ve been read 
that inflation is supposed to be down. If it is, 
certainly wouldn’t know it by looking at my ho 
hold budget. I don’t care what the papers say, 01 
expenses are still going up.” 
“A recession will cause price rises to slow,” 
replied, “and a depression will cause prices to dro 
— but at a terrible cost to society and the econom} 
Make no mistake, even 5% inflation is too m 
inflation. And in the debt-money system, 5% 
tion soon grows to 10%, 20% and beyond. By mi 
1983, the Consumer Price Index had gone over th 
300 mark. This means that prices were three time 
as high as they were in 1967. i 
“Putting it another way, it means that you 
money is becoming worthless, faster. How fast 
Let’s go to Figure 13 and pick out several values 
the CPI. Here they are. 


Table 10 


The rise of the CPI 
Year CPI, 1967 = 100 
1900 25 
1914 30 
1920 60 
1925 54 
1930 50 
1967 1 
1975 161 
1977 182 
1979 217 
1981 272.4 
1982 292 
1983 297.1 (Ma; 


Purchasing Power 


“Referring to the Consumer Price Index, we can 
see that the price of the goods and services in the 
sample which makes up the index was 100, thatis, 
100%, in 1967. From Table 10 we can see that those 
same goods and services could be purchased in 
1900 for one quarter (25/100 = 1/4) or 25% of what 
they cost in 1967. So it follows that the purchasing 
power of $1.00 in 1900 was four times greater than 
it was in 1967. 


“Your grandparents could confirm the truth of 
these numbers from their own experience.”* 

“TI don’t need to go back to 1900 to remember 
lower prices,” Ed said. “I remember 20 years ago 
when candy bars were 10¢ and a new car cost 
$2,000. I know what collapsing purchasing power 
is like.” 

“By completing the calculations !°°/ crrfor each 
of the values in Table 10,” I continued, “we obtain 
a tabulation showing quantitatively the collaps 
of purchasing power of the dollar since 1900. 


Table 11 


Purchasing power of a dollar based on the 
value of the dollar being 1 in 1967 


Purchasing Power 


cents worth of goods and services by 1982. Thi 
means that in 15 years the American people wel 
progressively robbed of two-thirds of the do! 

purchasing power. Here is the way these fa‘ 
appear in graphical form.® 
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The Collapse of 
Purchasing Power 


$1.00 


1920 1940 1960 1980 2000 


_ “The heavy line projects into the future. This 
indicates that by the late-1980’s our dollars could be 
worth nothing. 

“This robbery is even more dramatic when based 
on the 1914 dollar, the year when the Federal 
Reserve banking system went into effect. Referring 
back to Table 10, the CPI in 1914 was 30. So, 
dividing 30 by the CPI for each of the years being 
considered, we obtain the following figures found in 
Table 12”, 

“You mean that a 1914 dollar is worth only 10¢ 
tod: ay?” Carl cried. “Are those numbers correct?” 

They are correct, all right,” I replied. “I plotted a 
Sraph — Figure 16 — based on these figures.” 
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Table 12 


Purchasing power of a dollar based on the 
value of a dollar being 1 in 1914 


Purchasing Power 


$1.20 
1.00 
50 
56 
60 
30 
19 
16 
14 
ll 
10 
10 


“You will notice that this is exactly the sam 
curve as in Figure 15. All we need to do is alter th 
vertical scale so the value 1 ($1.00) is at t 


reference year which in this case is 1914.” 


The Collapse cf 
The 1914 Dollar 


a 1914 Dollar “ol 
was worth 


“How do you explain that sag in the curve 
between 1915 and 1930?” Ed asked. 

“As a consequence of the inflation during World 
War I, prices doubled between 1914 and 1920. On 
Table 10 you will see that the CPI jumped from 30 to 
60 in those five years. So, what does this tell you 
about the purchasing power of the dollar?” 

“It went down,” Carl replied. 

“How much did it go down?” 

“Well, the index went up from 30 to 60.” 

“That means it doubled,” I said. “What does that 
do to purchasing power?” 

“The purchasing power is cut in half!” Martha 
said. 

“That's correct. Look at Table 12. The purchasing 
power dropped from $1.00 in 1914 to 50¢ in 1920. 
Purchasing power is the opposite of the CPI. When 
one goes up, the other goes down, and in the same 
proportion.” 

Then Ed asked, “Am I correct in thinking that we 
can use this same curve for any reference year 
simply by changing the vertical scale?” 

“Yes, that is correct. Let’s try another example. 
How much was a 1930 dollar worth in 1979?” 

“Using Table 11 and with 1930 as the reference 
year, we would have to divide by 2,” Ed said. “That 
would put $1.00 in the 1930 column and .46 divided 
by 2 or .23 in the 1979 column, or 23¢!” 

“Right,” I said. “Now try using Table 12. There 
we have .60 in the 1930 column. To convert that toa 
1.00 we must divide by .60, and we have .60/.60=1. 

° convert the 1979 amount we must divide again 
by .60, thus .14/.60 = .23 which is 23¢.” 
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“This is simply incredible,” Carl sighed. The 
value of the dollar keeps going down, down, down.” 


Has anyone ever recognized 
this problem? 


“Why doesn’t Congress do something about this 
terrible loss of purchasing power?” Martha asked. 
“Congress has been trying to solve the inflation 
problem for some time,” I replied. “The fact that all 
efforts have failed makes me think that th 
Congressmen, and also our Presidents over the 
years, have not correctly understood the problem.” 
“Well, neither did I until these sessions,” Ed said. 
“And it wasn’t long ago that I became aware 0} 
the cause of the problem,” I added. “The problem 
with our Congress is that they collectively rep: 
our ignorance of the money system. When we, 
public, become better informed, we will be able to 
demand reform.” 5 
“T think I’m beginning to understand the trouble,” 
Carl said. “As I see it, there are several things a! 
work that reduce our purchasing power and incre 
our cost-of-living. First we have the Federal 
creating money as debt. Then we have the con 
mercial banks using these created ‘reserves’ 
create even more debt. And the result of all thisd 
is increasing interest costs which are added to the 
prices of goods and services. And adding to this} 
can see that when interest rates go up, as they havé 
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recently, this debt burden gets bigger faster.” 

“That is an excellent summary,” I said. 

“But what I don’t see is how to solve these 
problems,” Carl said. “Obviously we need money to 
pay interest, but where is it going to come from?” 

“This is what we will discuss this evening. Bear 
in mind that the money system is just that: a 
system. It was invented by people and itis certainly 
open to change and improvement. 

“Let’s look once again at what the Constitution 
says about money.” 


Article 1, Section 8, Clause 5: 
The Congress shall have the power... Tocoin 
Money (and) regulate the Value thereof... 


“The dictionary tells us that ‘to coin’ means ‘to 
make; to create’.” 

“But the Fed creates money, not the Congress!” 
Ed interjected. 

“That’s true. At the moment the Federal Reserve 
system has assumed the authority for creating our 
money. The Fed lends it into circulation as an 
interest-bearing debt. This is mathematically impos- 
sible to repay. 


“We have learned that usury is the fundamen- 
tal cause of inflation. Inflation is not caused by 
labor unions, shopkeepers, creditcard spend- 
thrifts, businessmen, politicians, bureaucrats 
or bankers. The fundamental cause ofinflation 

_is the debt-dominant money system. 
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“What is urgently needed is a source of debt-free 
money.” 


create, issue, and circ 
all the currency and ci 
needed to satisfy the spendi 
power of the Government ant 
the buying power of cor 
sumers. 
The privilege of creatir 
and issuing money is noton 
the supreme prerogative 
Government, but it is the 
© ernment’s greatest cre 
opportunity. 

nop By the adoption of 
principles he long-felt want for a uniform me 
will be satisfied. The taxpayers will be sav 
immense sums of interest. The financing of | 
public enterprises, and the conduct of the Tre 
will become matters of practical administra’ 
Money will cease to be master and become | 


servant of humanity.§ 
ABRAHAM LINCO! 


“Lincoln!” Nancy exclaimed. “Did he understand 
the money problem?” 

“Yes, he did. He was one of the greatest Presidents 
of all time, for many reasons. But after studying the 
money problem, my admiration for him rose even 
higher. I discovered that he not only saw what was 
uaa but he acted and accomplished what was 
right. 

“Many other great men understood the problem. 
Here is another.” 


If the American People ever 
allow the banks to control 
the issuance of their currency, 
first by inflation and then by 
deflation, the banks and cor- 
porations that will grow up 
around them will deprive the 
people of all property until 
their children will wake up 
homeless on the continent 
their fathers occupied. The 
issuing power of money — 
should be taken from the 
banks and restored to Con- 
&ress and the people to whom it belongs. I sincerely 
believe the banking institutions having the issuing 
Power of money are more dangerous to liberty than 
Standing armies.? 


THOMAS JEFFERSON 
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“Benjamin Franklin, Andrew Jackson, Danie 
Webster, Thomas Edison, Henry Ford, Charles 
Lindbergh, Sr. — these men and many other 
throughout history have understood and written 
about the importance of vesting monetary authority 
within the sovereign government. 

“But what makes Lincoln stand out from all 
rest is the fact that he actually invoked the govern- 
ment’s sovereign prerogative to create money tha 
was free of debt. 


The Greenbacks 


“Tn 1861 President Lincoln and his Secretary 0 
the Treasury applied to the New York banks fo 
loans to pay for the North’s war effort. They wer 
told that the interest rate on war loans would be 
to 36%.° Lincoln was horrified and went awa} 
greatly distressed. 

“Eventually President Lincoln was advised to ge 
Congress to pass a law authorizing the printing ¢ 
full legal tender Treasury notes to pay for the wal 
effort. Lincoln recognized the great benefits of thi 
issue. At one point he wrote: 


“... (we) gave the people of this Republic 
the greatest blessing they have ever had 
—their own paper money to pay their own 
debts ...”9 


“The Treasury notes were printed with green ink 
on the back and so the people called them 
‘Greenbacks’, 

“Some $400 million of these Greenbacks were 
spent into circulation to pay Union soldiers and 
purchase war supplies. At about the same time 
$49,338,902" of small change, so-called ‘shin plasters’, 
were also spent into circulation. The total issue was 
$449,338,902 at its highest point. This amount was 
legal tender for all debts, public and private. Since 
the Greenbacks were spent directly by the U.S. 
pa oie they were not subject to either interest 
or de 


Figure 17: A Greenback dated August 1, 1862 


“Whatever happened to all those Greenbacks?” 
Martha asked. 

. “There was a sudden halt to the issue in 1863. 
Congress revoked the Greenback Law that year 
and enacted in its place the National Banking Act. 
lhe national banks were to be privately owned and 
the national bank notes they issued were interest- 
bearing. The Act also provided that the Greenbacks 
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should be retired from circulation as soon as they 
came back to the Treasury in payment of taxes. The 
withdrawal of the Greenbacks began in 1866 and 
continued for several years. That was the critical 
reconstruction period for the nation, when the 
supply of sound money should have been increased 
not decreased. Greenbacks, not being a source of 
profit for the banks, were a special object of their 
attack. The banks were determined to get their 
own debt-money back into circulation and they 
succeeded. There were changes in the money and 
banking laws during the next 50 years. 

“Then in 1913 the Federal Reserve Act replaced 
the National Banking Act that had earlier replaced 
the Greenback Law. 

“There is one place in the world which we know of 
that has debt-free money in circulation today,” I 
went on. 

“Where’s that?” Ed asked quickly, “I'd like to 
emmigrate as soon as possible!” 


Guernsey’s debt-free money 


“Well, you'll have some traveling to do, Ed. It’s 
the Channel Islands located in the English Channel 
about 90 miles from England and some 10 miles 
from France. The islands are part of Great Britain 
but through the centuries they have maintained 
their independence in a number of ways, one of 
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which is the right of the local government to create 
and spend its own money into circulation. 

“On one of these islands, Guernsey, the history of 
the note issue illustrates how it is possible for debt- 
free money to transform a community from condi- 
tions of poverty to prosperity within a relatively 
short space of time. 

“When my wife, Marian, and I were in Great 
Britain the last time, we made a special trip over to 
Guernsey, which is now primarily a holiday resort 
and, ironically, a banking center. There are also 
acres and acres of greenhouses which are used to 
grow tomatoes and flowers.” 

“What about Guernsey cows?” Ed asked with a 
laugh. “My uncle had a herd of Guernsey’s. I never 
knew that their ancestors lived on an island in the 
English Channel and that they probably ate hay 
bought with debt-free money!” 

“Yes, there still are plenty of Guernsey cows on 
the island. In fact, the problem of distributing farm 
produce through the local market of St. Peter Port, 
the main town on the island, led to one of the first 
note issues the local government made. 

“In 1815, not long after the close of the Napoleonic 
Wars, the island of Guernsey was in a desperate 
state. The roads were deep, muddy ruts and there 
were no carriages and it was almost impossible for 
a visitor even to rent a horse. 

“As one local record described it: ‘... the traveller 
... left the island in haste and under the most 
unfavourable impressions.”!? 

“The sea wall, too, wasin need of repair. But unfor- 
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tunately the local finances were in a mess as well. 
The government had a large debt which carried an 
annual interest charge almost equal to the money 
collected in taxes and duties. 

“The islanders were reluctant to go further into 
debt to the local banks in order to carry out the 
necessary roadwork and it was at this point that 
some of their leaders came up with the revolutionary 
idea of issuing their own notes, debt-free, to pay for 
the much-needed improvements. 

“The first note issue was for a relatively s 


pay their taxes. This note issue was a great su 
as it made it possible for the road improvements to 
be made without increasing the debt of the island’t 
government. 

“The marketplace was a serious problem 
when the question of building an enclosed mar! 
was raised in 1819, it was decided to pay for 
project through a debt-free note issue. Marian and. 
copied this explanation from a plaque inside th 
market which, incidentally, is still standing and ii 
in daily use: 


“In 1820 the States agreed to build a covered 
market for £5,500. As they had £1,000 in hand, 
£4,500 of £1 were issued on the security of a 
small tax on spiritous liquors. The work was” 
undertaken and the Market completed and 
opened in 1822. 

“Each of the 36 shops yielded £5 in rent. As” 
soon as £180 was received each year, 180 States” 
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notes were burnt. The 4,500 notes would have 
taken too long to destroy at this rate but the 
States also paid into the Market Fund £300 per 
annum derived from tax on wines coming into 
the Island. £30 of this were set aside for 
running repairs and £270 went towards the 
extinction of more paper notes. 

q “At the end of 10 years not one of the notes 
issued to pay for the building was left, no 
interest had been paid upon them and there 
was a steady income of £180.” 


“We actually stood inside this beautiful granite 
marketplace. I couldn’t help but marvel at the 
wisdom of themen who saw toit that their neighbors 
could enjoy a necessary public service without 
having to bear the burden of high interest charges 
over many years to pay for it. 

“The island still produces its own notes and the 
people continue to enjoy the benefits. 


Figure 18: A Guernsey one pound note. 
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“Great Britain itself has had debt-free money 
systems at various times in its history. For 700 
years — from 1100 until the early 1800’s — ithada 
debt-free issue in its tally stick money (See Appen dix 
10). And it financed its World War I expenditure 
with a debt-free issue. These notes were called 
‘Bradbury’s’ after the Secretary to the Treasury, 
John Bradbury, whose signature was on each note." 


Meeting the people’s need for money 


“The urgent need in the United States today is for 
a debt-free monetary issue. This is possible! The 
Federal Reserve Act left the government’s money 
creating power intact.” 
“But Congress needs to act, doesn’t it?” Carl 
asked. “It will take some doing first to get peopl 
understand what is wrong and then get our Cot 
gressmen to understand and do something.” 
“That’s true,” I said. “Educating ourselves, our 
friends and our Congressmen about debt-free money 
is the first step in solving the problem.” 
“Frankly, I can’t see that it would be all tha 
difficult to set up a debt-free money system run D 
the Treasury,” Nancy said. “I keep thinking abou 
the similarity between the money system and th 
postal system. The Post Office issues and cancelé 
stamps. That seems to be the same as a monetar 
authority issuing and extinguishing money. Sure 


the Treasury could issue money in amounts equal to 
the needs of the people.” 

“Of course it could!” Martha said. “Is there 
inflation at the Post Office, followed by deflation? 
No! The supply of stamps is governed by what 
people need, not by what some ‘expert’ thinks is 
good for them. Can you imagine a Board of 
Governors of the Post Office meeting secretly to 
decide how many stamps the country is allowed to 
have each week? 

“If we can get our stamps issued to meet our 
needs, we ought to be able to organize the money 
system to be responsive to people’s needs in the 
same way.” 

“You’re right, Martha,” Nancy said. “The 
Treasury could run the money system on the basis 
of the supply of money automatically meeting the 
needs of the people. Then we wouldn’t have money 
taken out of circulation just when we need it the 
most. Can you imagine the Post Office refusing to 
issue stamps at Christmas time when the demand 
is greatest? If the Post Office can supply stamps 
equal to the country’s need, surely the Treasury can 
just as sensibly meet the people’s need for money!” 

“Nancy makes it all sound so easy,” Carl 
remarked. “Do you think it could be that simple?” 

“Well, the mechanism for the distribution of 
money could work much as Nancy has described. 
The Treasury would be the sole money-creator. 
Making the Treasury the monetary authority in the 
country would not eliminate banks, it would simply 
make it unnecessary for them to practice fractional 
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reserve deposit expansion. They would not need to 
create diese because they would be making loans 
out of their depositors’ savings. When more money 
is required by the banks, the banks would have 
ready access to the Treasury to borrow the money 
they need to meet the requirements of their cus- 
tomers. The systems and mechanisms for this kind 
of operation already exist in the Federal Reserve. 
“A properly balanced money system doesn’t do 
away with borrowing or debt. But it does do away 
with the impossible demands of an all-debt money 
system. By this I mean that a channel is provided 
for money to flow into the economy which can be 
used by the people to pay the interest on their debts. 
This money is debt-free money and when it is 
extinguished it does not cause a critical money 
shortage which leads to inflation. 
“Even the present money system could be 
balanced right now. All that is needed is for the F 
banks to spend as much money asis being cha 
for interest! This spending would be debt-free mon 
which they would create out of nothing by wri 
unbounceable checks against no funds.” 
“Yes, but is that fair?” Ed asked. “The banks 
would be using their monetary authority to buy 
whatever they wanted, whether it was good for the 
local community or not!” 
“True,” replied. “The only way that such expen 
itures could possibly be just and fair would be if th 
Federal Reserve banks spent the money for thé 
benefit of the people. Thatis, if the people’s el 
representatives sent the bills for voter-appro 
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public projects and services to the Federal Reserve 
banks. And the Fed paid the bills with debt-free 
money. 

“This kind of arrangement is obviously not very 
satisfactory. There is a better way. 

“The solution is simple. It has been tried and it 
works. Obviously what is needed is a source and 
quantity of debt-free money which flows into the 
economy to replace the money flowing out of cir- 
culation through interest payments to commercial 
banks. 

“The only legitimate source for debt-free money is 
the national treasury. Fortunately our Constitution 
guarantees us the right to debt-free, inflationless 
and deflationless money. As Lincoln proved, it is 
perfectly legitimate for the United State government 
to pay for the common defense with debt-free 
money. The postal system is another legitimate 
expense; the Federal highway system is another; 
the national park system is another.” 

“But how would we keep the government from 
overspending as they do now?” Ed asked. 

“Don’t accuse the government of overspending. 
Accuse it of overborrowing. Every penny that the 
government spends in excess of its tax receipts has 
to be borrowed at interest. We know that the present 
system demands that the government stays addicted 
to borrowing more and more from the agency it 
created in 1913, — the Federal Reserve. 

“When the time finally comes that the government 
exercises its sovereign duty to create money debt- 
free, it will fulfill this duty within six basic rules.” 
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The Six Rules of 


Monetary Law in a Free Society 


. The national treasury shall be the one and only 
, ae source of money and monetary credit in 
the economy. ia Gaae 
. The national treasury shall provide debt- 
; bie credit to pay all needed, achievable, and 
duly authorized expenditures of the national 
government. 
The national treasury shall service the financial 
needs of the private sector with loans of an 
appropriate minimum amount to banks. 
The national treasury shall lend directly to 
private entities, in special cases where substantial 
loans are needed for projects or services of vital 
concern to the public interest. 
. The national treasury shall make interest- r 
loans directly to State and local public treasuri 
for voter-authorized public services and proj 
and for disaster relief. 
6. Government revenues and debt-free governm: 
expenditures shall be kept in balance, 


~ 


~ 


“These rules sound great to me,” Ed exclaimed. 
“But how do we get Congress to adopt them? John 
could you explain a little more about how th 
work?” 

“Yes, I will,” I replied. ( 

“You can see from these six basic rules 
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government control over issuing money under law 
does not eliminate private enterprise or even private 
banking. Itis obvious that government control over 
the Post Office has not destroyed private enterprise. 
In the same way, proper control over the sovereign 
right and responsibility of money-creation fosters 
private enterprise. Let’s look at each Rule individ- 
ually to see how it operates in practical ways for the 
benefit of the economy.” 


RuleNumber1 The national treasury shall 
be the one and only creative 
source of money and monetary 
credit in the economy. 

“This rule establishes the foundation for the 
Federal government to resume its Constitutional 
prerogative to create money and ‘regulate the Value 
thereof’. This rule returns the money-creating 
authority to the sovereign government. Once the 
U.S. Treasury is established as the fountainhead 
for all money, it will no longer be necessary for the 
banking system to create money. Therefore, this 
rule renders fractional reserve deposit expansion 
obsolete. 

“Money will be created by the U.S. Treasury as 
loans and debt-free expenditures in the form of 
either checkbook credit or cash. 

“The value of the money created by the Treasury 
will be maintained at a constant level through the 
“pplication of mathematical law embodied in a self- 
“orrecting Public Credit Money System.” 
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The national treasury shall 
provide debt-free public credit 
to pay all needed, achievable, 
and duly authorized expendi- 


Rule Number 2 


money will flow from the Treasury to the public a 
expenditures for the public service needs of 
economy. It does not make these services free gifts 
to the public because every dollar so created and 
spentinto circulation mustin due course be removed 
from circulation. 
“The debt-free public expenditures must be made 
for needed, achievable and authorized expenditures 
only. These are three important words. Unneces- 
sary, impossible or unauthorized projects would not 
receive public money. 
“These simple criteria would be the guidelines for 
Congress in its work to eliminate wasteful spending 
and gross misuse of public funds.” 


Rule Number3 The national treasury sha 
service the financial needs 0} 
the private sector with loans 
of an appropriate minimum 
amount to banks. 
“With supreme monetary authority returned t 
the United States Treasury, banks would no longe 
create and extinguish money. They will continue 
take in savings but their lending activity would be 
based on these savings (and other earnings) an@ 
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not on deposit expansion. They will continue to 
provide all their present range of services. 

“The banks’ lending activities will be based on 
their customers’ savings, investment earnings, 
service charges, etc. The banks will not create 
money. 

“As banks would no longer be practising frac- 
tional reserve deposit expansion, they will need a 
supplementary source of funds in order to finance 
economic development and growth and provide for 
an expanding economy. During times of economic 
growth, lendable deposits may come short of loan 
demand. 

“In the event that a bank or group of banks are 
unable to raise sufficient funds to makea very large 
loan, they will have ready access to the Treasury § 
loan window (much as the banks now have access 
to the Federal Reserve’s Discount Window). Banks 
(individually or collectively) would thereby be able 
to borrow at the Treasury’s current rate and on-lend 
the money to customers. 

“Whatever interest rates the banks charge in free 
competition over and above the Treasury lending 
rate, will constitute their income to be used to pay 
for their costs and provide a profit. 

“By using the Treasury loan window, the banks 
will be able to finance the growing needs of the 
private sector. Prosperity within the economy will 
be immediately reflected in a thriving and prosper- 
ous banking sector.” I 
_ “Wouldn’t this be a healthy competitive situation 
for the banks?” Carl asked. 
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“Yes indeed it would,” I replied. “Now let’s look at 
Rule Number 4.” 


The national treasury shall 
lend directly to private entiti 
in special cases where subst: 
tial loans are needed for 
projects or services of vi 
concern to the public inte: 


“This rule further clarifies the relations 
between the Treasury and the private sector. 
“Although the money supply will be governed 
automatically to grow with the growing needs of 
the economy, as outlined in Rule Number 3, some 
cases may come up where the banks are unable 
finance certain big projects. So we must provide th 
non-bank sector with a direct channel to th 
Treasury. Rule Number 4 provides this channel. ~ 
“Direct borrowing from the Treasury by non 
bank private entities like Chrysler or Lockheeé 
would occur when the loan demand exceeds | 
bank’s (or group of banks’) pooled savings. , 
“Furthermore, direct Treasury lending must be 
made only for projects or services of vital concern t 
the general welfare of the people.” 


Rule Number 4 


The national treasury shall 
make interest-free loans dif 
ectly to State and local pul 
treasuries for voter-authori 
public services and project 
and for disaster relief. : 


Rule Number 5 


ssa 


“State and local governments should have access 
tointerest-free money especially for capital projects 
like installing a water system or repairing bridges 
or maintaining highways. 

“This rule outlines the beneficial relationship 
which must exist between the Federal Treasury and 
State and local governments. Taxpayers should not 
be saddled with unpayable debts caused by borrow- 
ing from commercial banks to pay for local public 
projects. Public services and projects should be paid 
for at cost through interest-free financing. 

“Under this rule, projects and costs would require 
voter approval. The money to pay for the projects, 
services and disaster relief, would be borrowed at 
0%-interest from the Federal Treasury. State and 
local taxes would be approved and levied to pay off 
the interest-free loans and the money would be 
extinguished as it is repaid to the Treasury. 

“If a community should decide to build a needed 
fire station, for instance, the 0%-interest public 
financing assures taxpayers that they would be 
paying for this facility only once at an agreed cost 
of, say, $250,000. Under present bank-debt financ- 
ing, taxpayers might pay for the new station three 
times: $250,000 for the actual building and $500,000 
for the compounding interest charges! 

“Rule Number 5 eliminates this excessive burden 
on local taxpayers.” 

“Boy, is that good news!” Martha exclaimed. “It 
would be great to see our local taxes reduced instead 
of increased. Now I’m curious about how you will 
explain Rule Number 6.” 
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Government revenue and debt- 
free government expenditure 
shall be kept in balance. 

“In a properly designed money system, balancing 
the national budget is reduced to a matter of simple 
arithmetic. Debt-free money for government expend- 
itures flows out of the Treasury and into the 
economy. This debt-free money is eventually 
returned to the Treasury and extinguished through 
the following three channels: 


Rule Number 6 


1. principal and interest pay- 
ments made by banks to 
the Treasury for money they 
borrowed to lend to their 
customers; 

2. principal and interest pay- 
ments to the Treasury made 
by non-bank borrowers; 

3. and Federal taxes. 


“The amount of money being returned to the 
Treasury for extinguishment will be keptin balan 
with debt-free government expenditures by adjust 
ing the interest rate charged by the Treasury on its 
loans to banks and other direct borrowers. > 
Treasury lending rate will be mathematical 
regulated by law to maintain this balance. 
maximum interest rate on national Treasury lendi 
would be set by law at a level which would not 
discourage private enterprise. 

“Should it become necessary, taxes (other thi 
income tax which should not be necessary) would be 
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levied in order to limit the Treasury interest rate. 

“For instance, if essential government expendi- 
tures were substantially increased (asin a national 
emergency) the excess of expenditures would be 
extinguished through increasing Federal taxes. 

“Because society has a perpetual need for basic 
public services, the creation of debt-free money and 
its extinguishment would be a continuing process. 
The interest collected by the Treasury on its loans 
and taxes are the control devices used to keep 
expenditures and extinguishment in balance, thus 
balancing the national budget and stabilizing the 
value of the dollar.” 


Conclusion 


“This is beginning to make sense to me at last!” 
Ed exclaimed. “But how do we set up a system 
based on these rules? It will take an Act of Congress, 
won't it?” 

“Yes it will,” I replied, “and in our next meeting I 
will present a plan for getting a sound money 
system adopted into the laws of our land and into 
the fabric of our free enterprise economy. I have a 
helpful diagram which illustrates how this system 
works. 

“Let's meet here again in a week's time. am sure 
that after that meeting you will know exactly what 
you need to do to help establish an inflation-proof 
money system in America.” 
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CHAPTER FOUR 
The fourth evening 


How to implement the solution 


Our fourth meeting together had come and 
abruptly opened the conversation almost 
moment he walked in the door. 

“The first night we met I went home and I 
couldn’t sleep a wink. I didn’t sleep very well after 
our second evening either. But after our session 
week I stopped feeling so frightened. Do you know 
why? For the first time since I began to think abo t 
inflation — how it affects my family, my friends, 
the place where I live, the company I work for — 
suddenly felt hopef 3 

“Hopeful?” Carl exclaimed. “When the country 
going down the tube, you feel hopeful? You must be 
nuts! I’ve been up late every night for the last th: 
weeks worrying about how we're supposed to get 
out of the mess we're in. I’d like to know your cure 
for Federal Reserve insomnia!” l 

“T’'ll try to explain,” Ed went on. “What I get out 
the newspapers, the TV and the radio is that the 
experts can’t agree on what causes inflation. Some 
theory is in fashion for a time and then, sudde 
it’s ‘out’ and something new is ‘in’. I think it is this 
confusion and uncertainty that make everyone feel 
so insecure, so frightened and so mad. 7 

“Tt all seems to be the complete opposite of some 
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thing scientific, like, well, the moon project, for 
instance. When NASA wanted to land men on the 
moon they hired scientists and engineers who 
worked out the details and built machines, all 
according to the laws of physics and mathematics. 

“Their calculations were done according to scien- 
tific laws,” Ed continued, “so people never got 
anxious or frightened or mad thinking that these 
laws might not work right. The only concern was 
whether the scientists and engineers understood 
the laws properly and then how well they applied 
them. 

“The moon project was incredible because we saw 
spaceships land precisely as the scientists had 
calculated. They didn’t guess or theorize or say they 
couldn’t figure out why things happened as they 
did. They confirmed that the scientific laws are true 
by landing men on the moon. This was proof of the 
laws of physics and math which the scientists 
understood. 

“Now, what I get out of John’s charts and the 
discussions we've had, is that money too conforms 
to the laws of mathematics. These laws are basic 
truths and can be understood by everybody. 

“Our present money system is badly designed 
and ignores mathematical law in a way that causes 
poverty and economic collapse. When we try to fine- 
tune this badly designed system, we are really 
trying to defeat the laws of arithmetic! 

“I’m beginning to see that we aren’t obligated to 
sit back and let this absurd system run its destruc- 
tive course. We can design a system that uses the 
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laws of arithmetic to benefit everybody. 

“What makes me feel hopeful about the money 
problem is that now I understand enough about our 
money system and the cause of inflation to know 
that another collapse can be prevented. Tonight 
John is going to tell us how.” 

“I agree that it is a comfort to understand the 
problem and know that there is a solution,” Martha 
said. “But I find this understanding awesome. For 
centuries people have suffered and died because of 
inflation and depression. Now we know what causes 
this suffering. But more important, we know that 
such suffering doesn’t need to be repeated again, 
ever.” 

“In a way,” Carl joined in, “I suppose it makes 
sense that the cause of inflation has been discovered 
through scientific analysis. After all, scientists and 
engineers are taught to look beneath the surf 
and uncover hidden causes. This is exactly what we 
needed to zero in on the cause of inflation. Many 
economists admit that they can’t figure out whal 
causes inflation. To me this seems ludicrous. If we 
can land men on the moon, surely we can know 
what’s wrong with our money! Finding the root of 
inflation simply had to be a scientific discovery.” 

“T agree that the discovery of the cause ofinflation 
had to be scientific,’ Nancy went on, “but to me the 
havoc caused by misapplied mathematical rules is 
a moral issue, not just an interesting scientific 
problem. 

“Look around our own families and neighbor- 
hoods. How many of us have parents on fixed 
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incomes who are having real difficulties in making 
ends meet? Look at the crime rates in our cities and 
even out here where we live. Look at the huge 
increase in theft. Look at our young people— many 
of them simply haven’t a hope of getting an educa- 
tion because they or their parents can’t pay for it. 
Look at the way our taxes are going up. Look at the 
pitiful state of the housing market with house prices 
soaring and so many people unable to own a home. 
Look at how many mothers are going out to work 
because the family can’t live on one income. Look at 
the divorce rate. Most marriage counsellors admit 
that money troubles are at the root of many divorces. 
Look at our wonderful institutions — our art 
museums and orchestras, our libraries and schools 
— all of these are having to cut back their activities, 
not because of lack of interest in them by their local 
communities, but because of serious financial 
troubles. All this is happening because our money is 
losing its purchasing power. Our ability to buy 
what we need and to support worthwhile activities 
is being stolen from us by a stupid money system, of 
all the crazy things! 

“And look at our churches. They are supposed to 
provide the spiritual leadership in our communities, 
but they are as baffled and troubled by this problem 
as everyone else.' 

“All this isn’t just an interesting mathematical 
problem. There are moral issues involved too.” 

“Yes, Nancy,” I said, “and they have to do with 
who has the right to create money: private institu- 
tions for profit or the people for their own well-being. 
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Iknow some might say that sounds like communism 
but the confiscation of people’s real wealth, whichis 
certain in a usurious money system, simply can’t be 
described as ‘free enterprise’. Our understanding 
cuts through the disguise which covers the present 
system and makes the moral issues stand out 
clearly in the light. 


What are the moral issues? 


“When we consider the moral issues involved, we 
need to ask ourselves two simple questions. 


Question: When money is created, to whom 
should it belong? 

Answer: To the sovereign under whose 
authority it is created, 

Question: Who is the sovereign authority in- 
the United States? 

Answer: The American people. 


“These are vital questions and answers,” I con- 
tinued. “In ancient times a country’s monarch was 
the sovereign and was charged with the responsibil- 
ity of providing a stable medium of exchange for his 
or her subjects. In America we have no monarch. 
The people are sovereign and, following this line of 
reasoning, we should conclude that American 
money should belong to the American people as a 
whole when it is created by sovereign authority. 
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However, when the Congress allowed the private 
Federal Reserve System to take over the money- 
creating authority, Congress thereby gave up its 
own Constitutional authority over the country’s 
money system. 

“Most of our money is created by the 12 privately- 
owned regional Federal Reserve banks and the 
commercial banks. The only money created by the 
government to the benefit of the people is the coin 
which is manufactured by the Treasury’s Bureau of 
the Mint. About 3% of the money supply is in coin. 
The money created by the banks belongs to the 
banks and not to the people as a whole. 

“National highways are built through the author- 
ity of the Congress and belong to the people. This 
same principle of the sovereign government creating 
a highway system should also apply to the money 
system. But under the present usury money system, 
money created by the private Federal Reserve for 
commercial banks functions as free working capital 
for these banks. This constitutes the moral issue 
involved. 

“In a properly designed money system, money 
would be created as a public utility and made 
available to serve the needs of the people and all 
sectors of the economy. The rule of supply and 
demand would be supreme in such a system. 

“Money should never be created by private insti- 
tutions. The private creation of money for personal 
or corporate gain, subverts the proper functions of 
money in a free society and undermines freedom 
itself.” 


“What do you mean by the ‘functions of mone: 
Nancy asked. 


The functions of money ina free society 


“The substance of a healthy economy lies first of 
all in its resources — both natural and hum 
These consist of raw materials, plus the knowled 
skills and equipment required to convert ti 
materials into useful products and to distribute 
them.” 

“But those things in themselve have nothing to 
do with money,” Carl interrupted. “Our talents and 
our raw materials are given to us.” 

“True,” I replied. “Money cannot create talento 
put iron ore in a mountain. But without money, 
using our human talents and processing rav¥ 
materials become dependent upon an awkward and 
primitive method of exchange. 

“Here are the three essential functions of money: 


1. To activate production. 

“Money has a unique quality in that it is used t 
provide ways for people to use their talents, to make 
discoveries, and develop new inventions. Money 
starts the wheels of production turning.” 


2. To simplify the exchange of goods and services. 


3. To provide a standard unit for measuring the 
value of goods and services and for storing savings: 
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“Tt is incredible that even in modern times we 
have been unable to implement this third function 
of money. Obviously, in order for money to serve as 
a stable measuring standard, inflation, deflation 
and economic depressions must be stopped — 
permanently.” 


What makes money money? 


“T have a really silly question,” Martha began 
tentatively. “I probably should have asked it the 
first evening we met, but it didn’t occur to me then. 
I've learned so much about money during our 
meetings that my whole concept of it has changed 
radically. 

“It seems to me that we are using lots of different 
things as money. There are the obvious things, like 
notes and coins. Then there are checkbook money, 
credit cards, even trading stamps, cereal box tops, 
store coupons, food stamps... lots of things! Whatis 
it that they have in common? I guess I’m asking: 
what makes money money?” 

“That isn’t a silly question at all,” I replied. “It is 
one of those questions which is so fundamental toa 
correct understanding of money that no-one ever 
seems to ask it. 

“We all know that throughout history no oneitem 
or substance has been used by all civilizations as 
money. Tally sticks, conche shells, corn, beads, 
gold, silver, youname it... all these and many more 
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besides have been used as money. So what isit that 
gives money its usefulness? What is it that make 
something useful and desirable as money? 

“We know that it doesn’t matter what money is 
made of. Therefore its usefulness has to be built into 
itin some other way. Gold coins, forinstance, are 
little use as currency because the precious me 
they are made ofis rarely the same value as the ‘$5” 
or ‘$20’ stamped on the coin’s face. A $20.00 gold 
coin is worth hundreds of dollars simply because it 
is made out of gold. The gold is worth more than the 
“$20.00” stamped on the coin. 

“The price of gold goes up and down. The p 
changes make gold coins unstable for use as money 


“The factis that a demand for whatever is useda 
money has to be built into it. Food stamps are a 
good example. The day before the food stamp 
program started, a million food stamps would have 
been worthless. Without the food stamp law, there 
was no demand for them. They were just pieces of 
paper. The law, however, gave these stamps utili 
A demand for them was built in, and now fo 
stamps circulate in the community as a kind of 
money. 

“Notes, coins and checkbook credit are in dema 
as money for a very good reason. Any society 
has a representative government levies taxes on the 
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people. What the people use to pay their taxes 
becomes money. This is true because the people 
need to pay their taxes in something that the 
Treasury will accept. The people also need a stand- 
ard unit which can be used to pay their personal 
debts. 

“As it happens, here in America, the IRS accepts 
only checkbook money or Federal Reserve Notes. So 
these are the most widely accepted means of pay- 
ment in the United States. If, tomorrow, the IRS 
decreed that it would accept S & H green stamps in 
payment of taxes, S & H green stamps would 
immediately have monetary utility and would be 
generally acceptable as money. 

“Does this explanation help you, Martha?” 

“Yes it does. I’m beginning to see that Jaw is what 
makes money money.” 

“That’s correct,” I replied. “It is essential, there- 
fore, for the laws which govern money to be good 
laws which benefit all the people, not just a few. 

“A money system built on an unsound law will do 
exactly what our money system is doing right now: 
collapse. This is why it is useless to tinker with the 
present system. What we need is monetary reform, 
not more tinkering. 


Money and your kitchen sink 


“Tinkering won’t redesign the system. You see, 
the Federal Reserve System is a private debt-money 
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system. This type of system is unstable. We may be 
able to patch it up temporarily. However, we have 
shown that it has basic design errors. Therefore it 
can never automatically produce enough inflation- 
less money. 

“What needs to be set up is a Public Credit Money 
System, in other words, the opposite of the Federal 
Reserve's private debt-money system. 

“In order to understand the difference between a 
private debt money system and a public credit 
money system, you need to think of your kitchen 
sink. 

“The water flowing into the sink through the 
faucet and out through the drain is a good illustra- 
tion of the way money flows into and out of the 
economy. The water flowing into the sink represents 
the monetary authority’s unlimited source of money 
which it creates out of nothing. The drain represen 
the disappearance, or extinguishment, of money 
when it is repaid to the monetary authority. 


The Federal Reserve 
private debt money sink 


“First, let’s look at a sink which represents 
private debt-money system. By studying the way 
the ‘water’ — that is, the money supply — flows 
through the private debt-money plumbing thei 
bility of this kind of system will become appa’ 
Figure 19 illustrates the debt-money sink. 
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Private Debt Money Sink 


remove money from M-1 


Figure 19 


Unpayable usury 
causes debt to grow at 
an exponential rate 


“The Federal Reserve sink has one faucet and 
two drains. The faucet is the monetary authority, in 
this case a private banking system. It creates 
money out of nothing and pours it into the sink, 
mostly as debt. One of the drains will be used when 
this debt money is due for repayment. The other will 
be used to remove interest payments. 

“Now, let’s borrow some money into existence 
and see what happens to the money levels in the 
sink. 

“We will say that the sink’s economy can operat 
for one year on a money supply of $1,000. In order to 
get this amount of money into the sink, we need to 
borrow $1,000 from the banking system. This 
borrowing turns on the faucet. With both drains 
closed, the faucet opens and pours $1,000 of borrowed 
money into the sink at an agreed interest rate o' 
let’s say, 20%. 

“A year passes. The $1,000 borrowed principal i 
now due for repayment to the bank. The princi, 
drain opens up. The money flows out as the loan i 
repaid. 

“Now we must pay our 20% interest fee, $200. The 
bank opens the interest drain. But where is the 
money? There isn’t any money in the sink because 
all that was created was the borrowed $1,000. That 
went down the extinguishment drain when the debt 
principal was repaid.” 

“T see, the interest money is impossible to pay,” 
Carl said, “because it was never created in the first 
place! This is a beautiful illustration.” 

“This is beginning to remind me of the box I 
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into up on Pluto,” Ed said. “The only way toget that 
debt-money faucet to open up again is to borrow 
some more money. And when that is due for 
repayment, you are in the same old bind. I’m not 
going to get fooled by that one again. Come on, 
John, now show us the public credit money sink.” 


The public credit money sink 


“We all saw theillustration of the money shortage 
that occurred in the debt money sink. The public 
credit money sink is designed so that this shortage 
never occurs. 

“In the Public Credit Money System the national 
treasury is the source of money, not the private 
banks. It is the national treasury which is charged 
with monetary authority: the authority to create 
money. The public credit money sink has two 
faucets and three drains. 

“Here is how it works.” (see Figure 20 on next 
page.) 

“As in our previous example, we assume that the 
economy can function ona money supply of $1,000. 
The national treasury exercises its monetary 
authority and creates the $1,000 out of nothing and, 
in this case, lends it to the banking system at the 
treasury ceiling rate of 6%. The banks in turn use 
the money to make loans to businesses and individ- 
uals. The banks’ interest rate is set above the 
treasury’s rate so that the banks can make a profit. 
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Public Credit Money Sink 


US. Treasury extinguishes all money 


aa 


In this example the banks borrow at 6% and lend at 
10%. 


“The treasury’s money faucet opens and $1,000 
flows into the sink. 

“At the same time the government is approving 
its annual budget for public expenditures. Let’s 
assume the cost for this year’s needed, achievable, 
and authorized projects comes to $200. 

“Exercising its monetary authority, the treasury 
creates $200 to pay for its approved expenses. 

“The treasury’s second faucet opens and this 
$200 of debt-free money pours into the economy. 

“A year passes. The private sector’s $1,000 debtis 
due for repayment. The principal drain opens up as 
the people pay the banks and the banks repay the 
treasury. The money disappears — is extinguished 
— as soon as it reaches the treasury. 

“Then the interest drain opens. The banks pay 
their interest to the treasury. They borrowed the 
$1,000 from the treasury at 6% and lent it at 10%. 
Therefore the borrowers pay $100 of interest to the 
banks (10% of $1,000). The banks pay $60 of this to 
the treasury (6% of $1,000). The $60 flows out of the 
interest drain and disappears — is extinguished. 
The banks keep $40 to which they are entitled. 

“This $40 that the banks earned stays in the 
economy and is not extinguished. 

“Because $200 of debt-free money came into the 
economy, it was not necessary to borrow to pay the 
interest due on the $1,000. You see, both this 
Principal ($1,000) and the money needed to pay the 
‘reasury interest on it ($60) flowed into the economy, 


and then it flowed out again.” 

“TI can see that there is enough money to pay 
interest in this system,” Carl said “but I thought 
you said the Public Credit Money Sink had three 
drains. Where is the third drain and when is it 
used?” 

“The third drain is the government’s tax drain,” 
replied. “It is there in case government expenditi 
are greater than the amount of money that is exti 
guished through the interest drain within a given ti time 

“In this example, for instance, the treasury e g- 
uished $60 of debt-free money when it received its 
interest payments from the banks. The banks 
retained $40 as profit and to cover their overhead. 
These two amounts add up to $100. | 

“The government created and spent $200 into 
circulation. So, subtracting the interest the banks 
owe the treasury ($60) and the profits retained by 
the banks ($40), from the $200 debt-free issue, w 
find that there is $100 of excess purchasing power 
the economy. 

“In order to keep the system in balance, this $100 
will have to be removed from the money supply. The 
simplest way to do this is to tax it out. The govern 
ment will have to pass a law imposing a tax on, say, 
gasoline. The $100 is gradually collected by the 
treasury and extinguished. Once the money 18 
extinguished the tax is repealed. Thus, permanent! 
taxes may not be necessary. 

“Here is a summary of how the money flowed int 
and out of the economy. 
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$1,000 loan from Treasury 
to banks at 6% interest 

Banks charged 10% interest = $100.00 

Treasury receives interest = - 60.00 
Banks keep theirearnings = $ 40.00 
| 

Public expenditures are $200.00 

Treasury extinguished - 60.00 
| Banks retain - 40.00 

Remains in circulation $100.00 

In order to balance the system, the Treasury must 


tax $100.00 out of the economy. 


“Tf the economy is growing, how can we get more 
money in our sink?” Martha asked. “People will want 
to see their savings and profits continue to grow.” 

“All that would happen is that the tax drain is 
plugged, the interest drain is closed a little bit and 
both faucets are kept open! Money will still flow in 
and out, but the level in the economy will go up — 
in line with the people’s prosperity and need for 
more money. 

“Notice that the public credit money sink 
responds to the needs of the economy. The faucets 
are not turned on and off at the whim of policy 
decisions. The flow of money always meets the 
demand for money. 

“Now, keeping our sink in mind, let’s see how the 
balanced flow of money in a Public Credit 


Money System might be applied in a democratic, 
free enterprise society. 


A review of first principles 


“Let’s begin by reviewing the basic principles 
which govern a Public Credit Money System. 

“You will recall from our discussion of the Rules 
of Monetary Law in a Free Society that the sovereign 
government must be the only money creator. This 
principle is the cornerstone of an honest money 
system. In a free society where justice and human 
rights characterize the people’s idea of good govern- 
ment, monetary authority must always be the 
servant of the people. 

“The monetary authority — that is, the national 
treasury — must make money available for all 
needed, achievable and duly authorized public 
services and projects. Equally, the treasury must 
see to it that money is readily available for all 
worthy private enterprise. Money for the private 
sector is made available through: recycling the 
people's savings within the banking system; bank- 
borrowing from the treasury; and, as a last resort 
and in special cases, via direct loans from the 
treasury to individual business enterprises. 

“A Public Credit Money System is free from 
inflation because the money supply is always 
greater than the amount of debt in the system: 
Interest rates and government revenues are regu- 
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lated to keep the flow of interest and taxes in 
balance with the flow of debt-free public expendi- 
tures. Because of this mathematical balance 
inflation cannot occur. 


The success on Neptune 


“In order to understand these principles of a 
properly designed money system, it is helpful to 
isolate ourselves from the monetary nonsense oper- 
ating here on earth. Since our previous colony 
ruined the economy on Pluto, let’s do it right this 
time. Let’s set off for Neptune. There we will 
establish a system according to the principles of 
Monetary Science and discover the benefits of a 
money system governed by good arithmetic. 

“Our scientific understanding of money gives us 
a tremendous advantage as we begin to build our 
system. For instance, we recognize the necessity of 
placing monetary authority within the sovereign 
government. Starting from this basis, we begin to 
organize a system for producing money. 

“A democratic, representative government is set 
up. The elected representatives assemble to discuss 
the need for public utilities such as roads, water, 
schools, bridges, a postal service and money. 

“The Neptune Treasury is established and is 
charged with the responsibility of creating suffi- 
cient Neptune dollars to pay for public projects needed 
by the colony. In order to give these Neptune dollars 
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monetary utility, itis agreed to require them for the 
payment of all debts and taxes. A law is passed 
which establishes Neptune Treasury dollars as our 
legal tender. 

“Our Neptune Public Credit Money System begins 
to function when the Treasury receives a list o 
urgently needed public works projects which was 
compiled and approved by our representatives. The 
Treasury is instructed to create the money required 
to pay for equipment, raw materials and labor. 

“At the same time private enterprise is beginni! 
to function. Savings and loan associations are set 
up to provide a safe place for people to store their 
money and a source of loans to help finance 
business. Of course, these institutions will offer 
checking accounts and other useful banking 
services. \ 

“The Neptune Treasury is empowered by law to 
create money and lend it to the savings and loan 
associations, should they ever find that loan demand 
exceeds the savings they have available to lend 
Notice that savings and loans—that is, Neptune’s 
banks—are forbidden by law to create money. _ 

“In order to see how the Neptune Public Credit 
Money System works let’s look at one project. 

“The Neptune legislature sees that itis necessary 
to build a public highway. This public project i8 
voted on and passes. The Neptune Treasury i8 
thereby authorized to create the Neptune dollars 
needed to pay for the project. These are spent into 
circulation by the highway department to pay 
workmen, buy supplies and equipment. 
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“Eventually the Treasury will remove this money 
from circulation and extinguish it. So our represent- 
atives vote in favor of a toll which will be charged 
for the use of the road. This toll will be paid over to 
the Treasury and the money extinguished. This isa 
gradual process and takes place over a specified 
number of years.” 

“Hold it,” Carl said, “wouldn’t that reduce the 
money supply and cause a money shortage?” 

“Yes, the money supply would be reduced,” I 
replied, “but while money is being withdrawn from 
circulation by the toll, it would not cause an 
imbalance in the system because the Treasury 
would be creating money at the same time to pay for 
the community’s continuing need for public services 
and projects. For example, maintenance of the 
highway and snow-plowing in the winter are just 
two necessary expenditures which would require 
new money to be spent into circulation on a regular 
basis. This money would replace what is being 
taken out of circulation by the toll. The money 
supply may go up or down depending on the needs 
of the economy. 

“The money level as such is not important. What 
is important is that we have sufficient money with 
stable purchasing power fora healthy free enterprise 
economy.” 

“But where is the private sector going to get its 
money?” Carl asked. “Everyone can’t have a con- 
tract with the Neptune government.” 

“No, of course not,” I replied. “On Neptune 
money is available at low interest rates from the 
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Treasury. Loans are granted to banks (much as 
banks obtain loans from the Federal Reserve’s 
Discount Window under the present debt-money 
system on earth.) The Treasury creates the money 
and purchases an interest-bearing bond from the 
borrowing bank. The interest rate charged on a 
Treasury loans is determined by the Neptune 
Treasury's computer, which is programmed to main- 
tain the flow of Treasury receipts in close balance 
with the flow of Treasury expenditures. 
“If the public expenditures begin to flow faster 
than interest collections, Treasury revenues 
have to be increased. The computer would dete 
that trend and would indicate the necessary increase 
in the interest rate on new Treasury loans. 
“A reasonable interest rate ceiling, let’s say 
would be established by law. There may be times 
when a major increase in government spending is 
unavoidable — like a huge amount of money needed 
to help people after a natural disaster. A h 
inflow of money would mean that more mo. 
ought to be removed from circulation to keep 
system in near balance. To do this the interest rate 
would have to be increased. If raising the interest 
rate is not practical or acceptable, the Treas 
would need to withdraw the excess money by a ta 
such as an excise tax, higher tolls, fines, fees, e 
but never an income tax. 
“Because the purpose of taxes under a Publi¢ 
Credit Money System is not to raise revenue, but to 
withdraw money from circulation, there would no 
longer be any need for corporate or personal income 
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tax. Because the government of Neptune is paying 
its way, so to speak, through its sovereign right to 
create money, it doesn’t need to tax money into the 
Treasury to meet its expenses.” 

“That blows my mind!” Ed exclaimed. “It is so 
logical and so opposite to what is going on in 
America. It really shakes me up.” 

“Well, if that shakes you up, try this on,” I said. 
“Should interest revenues begin to approach public 
expenditures, the Treasury would simply lower the 
interest rate.” 

Ed groaned. 

“On Neptune interest rates never see-saw nor 
climb to 20% or over, as they do on earth. This is 
because one of the main purposes of interest in 
Neptune’s economy is to provide a means for 
returning government expenditure money back to 
the Treasury and out of circulation. The interest 
rate is set simply by determining the level at which 
interest payments on Treasury loans equal govern- 
ment expenditures. 

“Of course banks charge interest and their rate is 
set above the Treasury’s ceiling interest rate. This 
provides the margin needed for the banks to cover 
their expenses and make a profit. Remember that 
on Neptune, banks operate just like savings and 
loan associations. They lend out of the pool of their 
savers’ deposits. They also can borrow from the 
Treasury and lend this money to their customers. 

“Theimportant factor is that in the Public Credit 
Money System the supply of money invariably 
meets the demand for it. 


Debt-free expenditures are in 
balance with interest and taxes { 


“On Neptune the government's debt-free expendi- 
tures provide enough money for the payment of 
both interest and taxes to the government. If 
interest payments are removing money from circu- 
lation at a rate in balance with government 
expenditures, taxes can be kept at zero. 

“The Neptune colony correctly understands the 
relationship between sovereign government and 
monetary authority. And so the members of the 
colony also understand that a sovereign government 
exercising this monetary authority never needs to 
tax the people to pay for public services. 

“After all, if the Neptune colonists decide that a 
certain public service or project is needed, we simply 
vote on it and if it passes, the money is created by 
the Treasury to pay for it. Why should we pay 
someone else to create money for us? The Treasury 
has all it needs to create money for the people: 
monetary authority. Creating money is the easiest 
part of achieving any worthy project. Just imagine 
the difference between the ease of creating $100 
billion and the years of hard work needed to builda 
national highway system.” 

“But I always thought that the government 
needed the discipline of borrowing to keep it under 
control,” Ed said. 

“Wow! The United States government has had, 
what did you call it — the discipline of borrowing for 
years! That hasn’t kept it from having over a trillion- 
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dollar national debt!” Carl exclaimed. 

“With or without so-called discipline, that soaring 
national debtis inevitable in a debt-money system,” 
I replied. 

“Of course,” Ed agreed. “I remember. I’m so used 
to thinking negatively about government spending, 
that I have a hard time shifting gears.” 


Public expenditures and private debts 


“In the Neptune Public Credit Money System 
there is always debt-free money available for 
personal borrowers to use to pay interest on their 
loans. Is that right?” Martha asked. 

“That’s right,” I replied. “There is ample debt-free 
money in the system for people to use to pay 
interest. As the population of Neptune grows, and 
as both public and private enterprise grow, the 
money supply grows. But the total debt to the 
Treasury could never be greater than the money 
supply. 

“Of course, there will never be any public debt, 
because the public expenditures will be paid with 
money created for the colony by the Neptune 
Treasury. 

“Could the Neptune Public Credit Money System 
work on earth?” Nancy asked. 

“Of course,” I replied. “This kind of system is 
based on the principles of Monetary Science and 
can be implemented anywhere in the universe. I 
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Figure 21 


have drawn a simplified diagram (See Figure 21, 
pages 180 and 181) which shows how this inflation- 
proof money system works. 

“The right-hand page represents the total free 

enterprise economy, and this includes the banks. 
The economy expands or contracts on the basis of 
how willing and able the citizens are to produce, not 
on how willing or able the monetary authority is to 
create money. 
“The Treasury is the one and only source of money. 
Money comes into existence by government expend- 
itures and through loans made by the Treasury 
mainly to banks or, in certain cases, directly to 
industry. 

“In the Public Credit Money System, banks are 
just like any other business enterprise. They cannot 
create money. They do not receive free raw material. 
The principle source of their lending funds is the 
savings of the people. However, if the banks need 
more money they can borrow it from the Treasury. 
Their profits are derived from their ability to offer 
fee-paid services, and to lend profitably from th 
savings of depositors and from their own or 
borrowed funds — and in competition with other 
banks. 

“Money is removed from circulation only when it 
is returned to the Treasury as principal and interest 
payments on Treasury loans and taxes. Obviously 
the amount of money created and the amount of 
money removed from circulation are rigorously 
monitored. All that is involved is watching the 
levels of receipts, disbursements and balances of the 
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oneand only money source — the national Treasury. 
Individual receipts and disbursements needn’t be 
monitored — only the total amounts at the end of 
any given period of time. This is the way the 
Federal Reserve banks now keep track of the flows 
of money into and out of commercial banks. 

“Notice that the private sector can borrow from 
the Treasury when necessary. 

“Money is created and sent out into the economy 
through two channels: 


1. As payments for authorized 
national government expenditures. 


“In this channel are the checks written against 
sovereign government authority. These checks pay 
for public needs such as national defense, the post 
office, ete. 


2. As loans to the private sector. 


“These Treasury loans are made mainly to the 
banks; but also, in special cases, directly toindustry. 
The money the banks borrow from the Treasury is 
re-lent to bank customers at a profitable, but com- 
petitive, rate of interest. 

“Money flows back to the Treasury as principal 
and interest payments on loans to the private 
sector, and as internal revenue payments. The 
money is thereby removed from circulation.” 

Then Nancy said, “I’m looking at the diagram, 
Figure 21. Does the money flowing out from the 
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Treasury and into the economy mean the money 
which is created for government expenditures and 
loans?” 

“Yes,” I replied. “And the flow of principal and 
interest payments and taxes back to the Treasury is 
the money which is being removed. Money flow 
from the Treasury and into the economy is creation, 
Principal, interest and taxation are revenue. The 
near-balance of the debt-free government expendi- 
tures with the interest and tax revenue is mathemat- 
ically regulated to keep some extra debt-free money 
in circulation. With this extra money in circulation 
the total debt could never be greater than the total 
money supply, as happens under the Federal 
Reserve system. 

“Now, let’s see if we can summarize the differences 
between the Public Credit Money System and the 
private debt-money system as administered by the 
Federal Reserve.” 

This is what we wrote. 


The difference between the 


PCMS and the Fed 
PCMS Fed system 
Money created debt- Money created mostly as 
free by the Treasury debt by private commercial 
banks. 
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Money spent into cir- 
culation for Federal 
expenditures. 


Treasury never 
borrows. 


Treasury lends money 
to banks. 


Interest rates set by 


Treasury to balance 
interest receipts with 


Treasury expenditures. 


Banks operate as sav- 
ings and loan 
associations — lend 
from depositors’ 
savings and their own 
borrowings from 
Treasury. 


System is inflation- 
proof and depression- 
proof. 


Money spent into cir- 
culation in relatively 
small amounts and only 
for expenses of reserve 
and commercial banks. 


Treasury collects insuf- 
ficient taxes and 
borrows from private 
banks and others to 
cover Federal deficit 
expenditures. 


Treasury borrows money 
from private banks. 


Interest rates set by New 
York banks according to 
secret policy decisions. 


Banks create money 
through fractional 
reserve deposit expan- 
sion (commercial banks 
do not lend their depos- 
itors’ savings). 


System causes inflation- 
depression cycles. 


PCMS 

Money maintains con- 
stant purchasing 
power. 


Money supply expands 
or contracts according 
to needs of society. 


Taxes kept ata 


No personal income 
tax. 
No national debt. 


All debt is totally 
payable. 


Interest collections on 
treasury-held debt 
never exceed supply of 
debt-free money in 
circulation. 


Fed system 

Money loses purchasing 
power until it causes 
depression. 


Money supply expands 
or contracts according 
to private and secret 
policy decisions 
normally contrary to the 
national interest and/or 
objectives of good 
government, 


Taxes kept ata 
maximum. 


Maximum income tax 
politically acceptable. 


National debt which 
grows exponentially. 


All debt is not totally 
payable. 


Bank interest collections 
deplete money supply 
forcing escalation of 
debt, interest and prices. 


Answering some objections 


“Hold it a minute,” Ed said interrupting. “The 
idea of the government creating debt-free money 
sounds good once you understand how the whole 
Public Credit Money System fits together. But if 
you tell people that the government ought to create 
our money they’ll say that sounds like communism. 
They won’t remember that the Constitution decrees 
that our money is to be created and regulated by 
Congress and Congress alone. A lot of people won’t 
even know that this is what the Constitution says!” 

“You may be right,” I said. “People may think 
that way. But uninformed opinion can’t shake the 
fact that the Public Credit Money System is based 
on the Constitution and is the soundest system to 
preserve and promote the best interests of free 
enterprise. 

“The popular conception of communism is of a 
system where the state owns everything and the 
individual works only for the state and owns little 
or nothing at all. If this is so, doesn’t it seem strange 
that American banks, which are privately owned, 
have been doing big business with communist 
countries for years? It just seems peculiar that 
privately-owned, American banks should have 
representative offices in places like Moscow, for 
instance. In fact, the communist bloc’s indebtedness 
to American banks amounts to many billions of 
dollars. This suggests that money is created through 
the debt-mechanism in both the free world and the 


communist world. Perhaps this is why the b 
banks are flocking to the other side of the so-calle¢ 
‘iron curtain’. 
“But to get back to the point, in the Public Credi 
Money System, it is true that the governme 
creates the money but always in response to th 
needs of the people. The balancing of the creation 9 of 
money and its extinguishment i is done by mathe 
matical law. At the moment in the United States 
money is created according to policy, not law. The 
distinction here may sound subtle but it is 
profoundly important.” 
“T don’t get it yet,” Ed said. 
“Policy is changeable,” I answered. “The policy 
decisions of the banking establishment can be te 
reduce drastically the amount of credit which i 
available. Such a ‘credit crunch’ can produce a 
serious depression. Or, a policy decision can 
encourage or discourage lending to a particula 
sector of the economy and it will prosper or fa l 
accordingly.” 
“T think I see,” Ed said slowly. “You're sayi 
that policy can be arbitrary or maybe even dange 
ous to the economy. If, on the other hand, the money 
system is governed by mathematical law, which is 
impartial, the money system will be fair to everyone. 
Is that right?” 
“Yes, that is correct. The important point is the 
impartiality of the Public Credit Money System. Its 
whole purpose is to supply the economy with sound 
money which the people can use in whatever way 
they choose. In the Public Credit Money System, 
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money is a public utility. As the money which is 
created in a Public Credit Money System is infla- 
tion-proof, it cannot destroy free enterprise but 
must help it to thrive. 

“There is no reason why any nation, not just our 
own, which is striving for freedom for its people, 
could not embrace a Public Credit Money System 
today simply by proclaiming it as the law of the 
land and implementing the necessary simple pro- 
cedures needed to create inflation-proof money.” 

“Okay,” Car] said, “but it could be argued thata 
Public Credit Money System would give the Federal 
government more power. A lot of people think it has 
too much power as it is. When you look at things 
superficially, it seems that the banking system is 
closer to the people and more trustworthy than our 
government. Look at me, I was the banker up on 
Pluto. Everyone trusted me. After all, who can be 
trusted more than your banker? Put money creation 
in the hands of the government and folks would say 
the thing would be a shambles in no time.” 

“That’s true,” I replied. “People are encouraged to 
trust financial experts and to distrust elected 
officials. The point is that the debt-money system is 
inherently unstable. Our political system, however, 
based as it is on the Constitution, is a stable system 
of government. The money system needs this type 
of stability. 

“Carl, let’s just take a look at the Federal Reserve's 
record to see how well the fractional reserve banking 
system and its practice of usury has performed 
since it was set up in late 1913.” 
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Table 13 
The Federal Reserve at age 69 
from 1913: to1981: multiplied 

$1.2 billion $1,029 billion 837 times 


The Federal 
debt 
Personal $0.03 billion $287.5 billion 9,533 times 


income tax 


Value of the $1.00 $0.11 
dollar 


1/9th 


Acquisition Negligible $1,448 billion ttt 
of real F 

roperty an 

Tate eld 

by banking 

system 


Economic Indicators, November 1982; Budg 
in brief, page 30; Annual Report of th 
Board of Governors of the Federa 
Reserve System, 1981. 


Sources: 


“Now, if you consider this a brilliant success story 
for the American wage-earner, by all means let’ 3 
not make any changes,” I said, hopefully showing 
the irony I felt. 

“What an appalling record!” Martha cried. 
“That’s terrible! Why do we put up with it?” 

“It is a shocking record. It is hard to ima; 
anything much worse. But let’s be clear about on 
thing: putting the Public Credit Money System into 
effect does not mean simply transferring the present 
system back to Congress. Monetary authority wo' 
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not be given to the Congress in the present form. 
The Federal Reserve is a total dictatorship over the 
quantity of money which is allowed into the system. 
The Fed’s decisions are made in secret. These 
decisions are frequently harmful to the economy 
and the public welfare. 

“The Public Credit Money System, on the other 
hand, locks monetary authority into law and elimi- 
nates arbitrary policy decisions completely. In this 
system the amount of money in the system varies 
according to demand alone. Interest rates are set 
scientifically, not by policy decisions, and will 
remain stable.” 

“Do you mean there would be no more sudden 
interest rate hikes that come at us out of the blue?” 
Ed exclaimed. 

“Absolutely right!” I replied. “No worthy and 
achievable public or private enterprise would ever 
be stopped or hindered because of a lack of money in 
the economy.” 

“Will the Public Credit Money System prevent 
bankruptcies?” Nancy asked. 

“Yes,” I answered. “But the Public Credit Money 
System won’t change human nature. Someone who 
is lazy or who has an unworkable idea will very 
likely go bankrupt. However, failure will be a direct 
result of his or her own mistakes and not because 
bankruptcy is a necessary ingredient of the money 
system. In a usury-based money system many bank- 
ruptcies are caused by deliberate restrictions of the 
money supply.* 

“It is important to see that in the Public Credit 
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Money System the money needed to finance the 
public and private sectors of the nation is created 
only by sovereign public authority and belongs to 
the people: 


a. to spend for national public needs; 
b. to invest in serving the needs of private 
enterprise. 


“With a Public Credit Money System this principle 
becomes the law of the land.” 

“T’d like to ask a question,” Ed said. 

“What is it?” I replied. 

“Couldn't it be said that the Public Credit Money 
System is inflationary because it would create too 
much money if every legitimate loan proposition 
got the money it needed?” 

“NO!” I said. “First of all, remember thatinterest 
rates are low and the money to pay the interest 
exists in the money supply. If the project is legiti- 
mate and can meeta need in the economy, a market 
will be ready to absorb the goods and services being 
provided. Besides, the most popular misconception 
about monetary inflation is the theory that price 
levels vary in proportion with the amount of money 
which is in circulation. The theory is true, but 
applies only if the economy is practically debt-free. 
This we know isa condition which doesn’t exist and 
never has. 

“The concept of ‘too much money chasing too few 
goods’ does not apply to a Public Credit Money 
System because the amount of money put into circu- 
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lation by private sector borrowing would be directly 
proportional to what the private sector is willing to 
produce and able to purchase. 

“We can see that ‘too much money chasing too few 
goods’ isn’t even a statement of fact in our usury 
money system as administered by the Fed. Just 
look at the expanding amount of money in circula- 
tion, while at the same time masses of unsold goods 
are in stores and warehouses all over the country. 
And yet people don’t have enough money to buy 
these huge inventories of goods. Where is all the 
money going?” 

“To pay usury!” Ed exclaimed. 

“Right!” 

“Okay, okay, I see that,” Carl said, “but wouldn’t 
all the prosperity caused by the Public Credit 
Money System ‘fuel inflation’ as the financial 
reporters put it?” 

I shook my head. 

“Carl, what is prosperity?” I asked. 

“Well, I guess prosperity is when there is full 
employment and when people’s needs and aspira- 
tions are being met,” he replied. Then he added, “To 
me prosperity would be owning my home, free and 
clear; and being able to take my family on really 
good vacations; and being able to support worth- 
while causes; and having a decent car instead of an 
old clunker. And I would like to have money in a 
savings account and some good investments. When 
you think about it, these don’t sound like bad 
things. They are all things which mean employment 
for someone else. And I would want to work myself 
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so that I can buy these things. I would want to 
paid properly for my own work so that I could affor 
the things that other people make. That woul 
make me feel prosperous.” 

“Then the question is really: what is there abou 
meeting people’s needs and aspirations that car 
cause inflation?” I asked. 4 

My friends pondered this. 

“The answer is that there is absolutely nothing 
about meeting people’s needs and aspirations the 
causes inflation. The cause of inflation isn’t prosper- 
ity but the lack of debt-free money in our monetary 
system. This is the cause which the Public Cre 
Money System eliminates. In the Public Credit 
Money System there is no cause for inflation no 
matter how many business transactions take place 
every day! 

“It is a tragedy that cycles of prosperity a 
depression are thought and taught to be natura 
phenomena which are inescapable. The fact is that 
they are directly attributable to the policy manipula: 
tions of the amount of money and credit in the 
monetary system. 

“Prosperity doesn’t cause inflation any more 
than a windmill causes the wind to blow. Poli 
decisions restricting the flow of money cause 
depressions. The idea that depressions are necessary 
to counteract prosperity is one of the most fantastic 
misconceptions of present economic thinking.” 

“I’m convinced that the debt-money system is 
doomed to failure,” Martha said. “That is really 
clear. And 1am also convinced that the Public Credit 
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Money System holds out the promise of stable 
money and a sound foundation for true free enter- 
prise. What worries me is that we may never be able 
to get a Public Credit Money Bill passed through 
Congress. First the people have to be educated and 
then they have to educate their Congressmen. It 
just seems like a huge, impossible job! And it all 
should be done quickly.” 

“Colonizing America seemed impossible,” I 
replied. “Writing the Declaration of Independence 
and the Constitution seemed impossible. Winning 
the Revolutionary War seemed impossible. Settling 
this vast continent seemed impossible. Sending 
men to the moon seemed impossible. But despite 
tremendous odds and, in some cases, organized 
opposition, all these impossible tasks were 
achieved. 

“Of course I’m not minimizing the challenge 
which is ahead, but there are a number of elements 
working to the advantage of monetary reform. First 
and foremostis the fact that deteriorating economic 
conditions are unmistakable signs that the present 
system isn’t functioning properly. Every attempt to 
improve conditions using traditional economic 
theories has utterly failed. People are beginning to 
seriously question economic doctrine and they are 
seeking new information and scientific solutions. 

“Another factor is that given correct information, 
the people will, through native common sense 
(which is better than genius), recognize a just 
monetary system which is firmly grounded on the 
Constitution and which is fair to all. 
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“The present system, with its mathemati 
impossibilities, seems to produce irrational 
behaviour by the government. This tends to dis- 
credit public officials and, tragically, casts dou! 
upon the democratic process. 

“The challenge is to educate people as quickly 
possible. Success in meeting this challenge = 
with each individual and what he or she is willi 
and able to do to ‘spread the word’. The need is fe 
‘Monetary Minute Men and Women’. 

“Given the urgency of present conditions, th 
goodwill of the people, and correct information, thi 
task of getting the Public Credit Money Bill passed 
through Congress is no more impossible than 
sending men to the moon. 

“Do you have any more questions?” I asked. N 
one replied. 

“T don’t have any more just now,” Carl said, “b 
I would like to see if I can list for myself the benefits 
of the Public Credit Money System.” 

“Fine,” I said, “you start and I'll fill in any gaps.” 

And here is the list we put together that evening. 


Benefits of the Public 
Credit Money System 


1. Money becomes permanently available at 
reasonable interest rates. 


2. Business activity and employment surge forward. 


i) 


Inflation is halted protecting wages, savings, 
retired persons and those on fixed incomes. 


. Bankruptcies are no longer necessary to balance 


successes. 


. Private debt is made payable for all time. 
. Prices diminish along with debt and stabilize 


when debt becomes payable. 


. Cycles of boom and bust are eliminated. 
. All existing primary debt, both public and 


private, diminish and ultimately reach a level 
below that of the money supply. 


. Federal government borrowing ceases entirely. 


. Federal taxation is drastically reduced 


immediately. 


. State and local taxes are gradually reduced to 


less than half of the present levels. 


. The national debt is reduced and eliminated, 


never to grow again. 


. Working people at all levels can afford to buy 


homes and enjoy comfortable, dignified 
retirement. 


14. Constitutional government rises superior 
and replaces private monetary authority, 


15. The practice of usury under the Federal Resery 
Act is completely eliminated. 


16. Banking is relieved of day-to-day liquidity brin 
manship and scrambling for reserve funds, 


“Thatis a thrilling list!” Martha exclaimed. “Itis 
easy to see how we got the Public Credit Mone 
System going from scratch up on Neptune so that 
the colonists could enjoy these benefits. But howd 
we patch up the mess that we're in here on earth?” 

“This is no time for a patch-up job,” I replied, 
“What is needed is a complete piece of legislation te 
establish a Public Credit Money System. My 
colleagues and I have outlined the basic provisions: 
of such legislation. Here they are.” 4 


The Key Elements of a 


Public Credit Money Bill 


1. The United States Treasury shall be the sole 
source of original monetary issue. 


2. The Federal Reserve Act of 1913 and all of its 
amendments, codes and regulations are 
repealed. The Federal Reserve Banks’ entire 
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properties and assets are transferred to the 
United States Treasury. 


. Private banks, institutions and individuals are 
prohibited from creating money or money 
credits in any form. 


4. As designated in Article 1, Section 8, Clause 5, 
of the United States Constitution, Congress 
shall coin, create, provide and regulate money 
and money credits for all the requirements of 
the United States, both public and private. 


Money and credit needed to pay obligations of 
the national government shall be spent into 
circulation debt-free. 
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6. The Treasury shall service the financial needs 
of the private sector through loans to banks and 
other private entities. 


7. The interest rate charged by the United States 
Treasury on all loans to the private sector shall 
be regulated mathematically to withdraw 
money from circulation at a rate that will 
maintain a balance with Treasury expendi- 
tures. Taxes will be levied only if and when 
authorized expenditures would call for a 
Treasury interest rate greater than a reasonable 
statutory ceiling rate. 


8. State and local government treasuries will qual- 
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approved projects. 


9. All legitimate financial obligations in effe 
when the Public Credit Money Bill becomes la’ 
shall remain in force until paid. 


10. Federal government borrowing is prohibi' 
because unnecessary. 


“But John,” Carl interrupted, “we’re going to 
have to get from our present mess to a Public Credi 
Money System somehow. How do we make the 
ition?” 

“Rest assured the transition is painless. Existi 
obligations to the banks will remain in force until 


investments. On the other hand, almost everyone 
must lose in the inevitable collapse of the present 
usury system. 

“There will be no change in established banking 
services to the public, but of course fractional 
reserve deposit expansion, being no longer 
necessary, will cease.5 


Conclusion 


“So you see, the changes can be made,” I said. 


“Abraham Lincoln, the only President in modern 
times to be responsible for the issue of debt-free 
money, had this to say about the sovereign right of 
government to create money: 


The privilege of creating and issuing money 
is not only the supreme prerogative of govern- 
ment, but it is the government’s greatest 
creative opportunity. 


“But I was never taught that in school,” Carl 
interrupted. “I was never taught anything in school 
about how money is created. It was after I got out of 
school that I gained the impression that money can 
only be understood, entrusted to, or administered 
by high-powered experts.” 

“Exactly,” I replied, “and this widespread belief 
has resulted in great abuse by a few and the greatest 
loss of freedom ever experienced in America. Infla- 
tion is the price of monetary ignorance. And 
depression is the result of monetary abuse. 

“The great and inspired men who wrote the Con- 
stitution of the United State of America had studied 
the systems of government which have existed 
since the beginning of recorded history. In their 
wisdom they specifically decreed that the control of 
our money system belongs to the Federal govern- 
ment under law. 

“We must, therefore, conclude that the money- 
creating authority, being the most powerful tool in 
all human affairs, must be properly confined to 
serve the public interest and to be guarded and 
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preserved as belonging to all the people forey 
These vital elements of government of, by, and 
the people now need only to be more widely 
stood and put into effect. 

“Until this is accomplished, we continue { 
embrace the most subtle and debilitating form ¢ 
tyranny to which any nation on earth has eve 
fallen victim. 

“The implementation of a Public Credit Mon 
Bill, with its principles and legal controls 
eliminate inflation, the national debt, the unpa 
private debt, involuntary unemployment, busine 
depressions and the need for corporate and pers 
income taxes for all time.” 


This is the truth in money. 
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4. Peter Cook, Declaration of Financial Indpendence 
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5. During the transition to a Public Credit Money System 
commercial banks will owe their debt holdings to the Treasury 
as the money is received, or retain the money and pay interest 
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APPENDIX 1 


Inflation, explained 


Inflation in a debt-dominant money system, su 
as the system administered by the Federal 
is correctly defined as: debt-induced currency dev: 
uation. In fact, it is only in a debt-dominant mon 
system that inflation has ever occurred, from the 
first recorded inflation that destroyed ancien! 
Babylonia over 4,000 years ago, to the present day, 
Inflation is characterized by the loss of purchasi 
power of the dollar (or any other monetary unit). 
Steadily rising prices are a symptom of this loss 
purchasing power. It is the devaluation of the dollar 
that forces general price increases. 
The dollar’s devaluation, in turn, is caused by the 
inherent flaw in the debt-dominant money system, 
namely, the creation of most money as debt. Thi 
locks the system into a vicious cycle of escalati: 
borrowing in a futile effort to pay both interest ani 
principal. A debt-dominant money system i 
naturally inflationary, due to the built-in shortage 
of money to pay interest. The shortage forces con- 
tinually increasing borrowing, which requires 
continually increasing prices to cover the cost of 
business borrowing. 
The devaluation of the dollar leads to a valid 
demand for growth of the money supply. More 
money is borrowed into existence to meet this 
demand, but the amounts are never enough to keep 


pace with the growing cost of debt which triggered 
the cycle in the first place. 

The growth of the money supply which occurs 
during times of inflation is simply the result of 
businesses and individuals escalating their borrow- 
ing. They do this in order to pay higher interest 
costs, either their own or their own plus the higher 
interest costs reflected in rising prices of goods, 
services, and overhead. The primary cause of this 
escalation is a chronic shortage of money. The 
money shortage is equal to the uncreated, unpayable 
interest due on the escalating debt. 

This growth of the money supply is widely mistaken 
to be the cause of inflation, whereas in fact itis only 
another symptom of inflation. The mistake of 
calling an increase in the money supply the cause of 
inflation is based on the belief that money is like a 
commodity which becomes more valuable when it 
is scarce and less valuable when the quantity 
available increases. 

If inflation really is a condition of too much 
money in the system, it would be reasonable to ask 
every citizen to burn a $20 bill daily in order to bring 
down the money supply. 

Also, if the theory that money is like a commodity 
is true, money borrowed at high rates of interest 
ought to be very valuable and buy more goods than 
money borrowed at low interest. However, recent 
experience has shown that money borrowed at 20% 
interest bought far less in 1981 than money bor- 
rowed at 8% interest several years earlier. 

In the debt-dominant money system, prices 
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increase as a reflection of the escalating inte 
charges being incurred by producers. The 
“price inflation” clearly identifies the process of 
rising prices. However, the term “inflation”, when 
applied to the economy as a whole, fails to identify 
the phenomenon in operation which causes prices 
to rise, and is therefore misleading. The more 
accurate and descriptive term for the mis-called 
“inflation” phenomenon is debt-induced currency 
devaluation. 


APPENDIX 2 


Correcting monetary 
mistakes scientifically 


Debt induced currency devaluation (commonly 
known as “inflation”) has a mathematical cause, 
therefore it is not a phenomenon which must be 
“fought” as is continually publicized. To eliminate 
“inflation” the mathematical cause must be 
understood. 

Debt induced currency devaluation with its 
symptoms of unemployment and unnecessary suf- 
fering, can be corrected by applying the principles 
and rules of Monetary Science. When these 
principles and rules are used to design the structure 
of a monetary system, they operate automatically 
to eliminate all of these problems. 


Principles and Rules of Monetary Science 


1. Money is a public utility, rightly createable 
through law alone. 


2. Monetary authority is the exclusive power to 
create and destroy money. 


3. Monetary authority is the supreme power in 
civil government, because money commands 
resources. 


10. 


. The attainment and maintenance of free enter. 


. Money can have no value of itself, but serves as 


. Money is sought after and made univers 


. Money serves its primary purpose as 


. Money need not be made of any precious 


. The only forms of money needed to fulfill its 


prise depend upon monetary authority 
entirely within the structure of the sov 
government, and never within independ 
private institutions. 


a valid and indispensable representation of 
whatever development and productive capabili- 
ties exist in the economy. 


acceptable in exchange for goods and servic 
through legal tender laws requiring its use for 
the payment of debts and taxes. 


universally acceptable medium of exchange i 
the processes of stimulating economic develop- 
ment and maintaining production, distributio n 
and exchange. 


material. 


primary purpose are bank checkbook credit, 
currency and coin. (Cash is made available by 
the Treasury to supply demand in the private 
sector.) 


The quantity of money needed for a healthy 
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12. 


13. 


14. 


15. 


16. 


economy is simply enough money to supply the 
demand for whatever public service and private 
enterprise capabilities exist in the economy. 


. All the money needed for a healthy economy 


must be made available continuously by the 
monetary authority. 


The quality of money lies exclusively in its 
stability in relation to the value of goods and 
services. 


A shortage of money depresses economic 
activity causing chronic unemployment and 
bankruptcies. 


A sovereign government exercising its 
monetary authority creates money and spends 
itinto circulation simply by writing good checks 
against no funds to pay for authorized national 
expenditures. 


A sovereign government exercising its 
monetary authority creates money and lends it 
into circulation by extending monetary credit 
to the private sector at an affordable interest 
rate. 


When money is repaid to the treasury of a 
sovereign government exercising its monetary 
authority, the money is thereby removed from 
circulation. 


17. The key to stability in the quality or value g 
money lies simply in maintaining a balang 
between the flow of treasury expenditures bein, 
issued into circulation, debt-free, and the floy 
of interest and tax collections from the pri 
sector back to the treasury and out of circulati 


18. The only purpose of Federal taxation is t 
enable the treasury to maintain a balance 
between the flows of treasury expenditures an 
monetary revenues without exceeding an afford 
able maximum interest rate, : 


Each of these 18 simple statements is a guiding 
principle for the design of the inflation-proof, depres 
sion-proof Public Credit Money System. 

The discovery of these principles constitutes 
phenomenal breakthrough in understanding 
scientific framework for economic progress, 
unhampered by monetary misconceptions and 
errors, ; 
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~APPENDIX 3 _ 


The Money Supply 


America’s supply of money is not confined to the 
notes and coins which are in circulation at any 
given time. As we have seen, notes and coins 
constitute approximately 25% of whatis considered 
the ‘money supply’. The other 75% of the nation’s 
money supply is composed of checking account 
balances. 

Beyond this there are numbers written in ledgers 
which represent money placed in savings accounts, 
credit unions, savings and loans and highly esoteric 
monetary instruments which are not thoroughly 
defined in the available literature. 

The money supply figures are compiled from 
reports made by financial institutions to the Federal 
Reserve banks. 

Economists designate the four definitions with a 
kind of shorthand. The first definition is known as 
M1, followed by M2 (which is M1 plus passbook 
savings accounts), M3, and L. 

The Fed says that M1 is currency in the possession 
of the public (that is, currency outside the banks) 
plus checking accounts. 

Those readers wishing to investigate the 
definitions of the other money supply measures are 

referred to the Federal Reserve Statistical Release 
which is issued weekly and can be obtained from any 
regional Federal Reserve bank. 
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It is important to realize that M1 is really all ¢j 
money thatis immediately available for trans . 
business. It is impossible to buy a new car 
Certificate of Deposit, a savings account pass| 
or an insurance policy. These forms of savings my 
be converted into M1 — cash or checkbook mone 
—before the money they represent can be used 
make a transaction. 
The most important characteristic of the mon 
supply and, paradoxically, the least recognized 
those who govern it and those who publis 
commentary about it, is the fact that the mone 
supply is both drai r 


a borrowing rate of about $6 billion per day v 
necessary to keep the M1 money supply 
a In 1972 only $2.4 billion per day v 
n ; 
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APPENDIX 4 


Sample computation of 
mortgage repayments 


Contracting to buy a home is a major step for 
anyone to take. Agreeing to a $40,000 - $100,000 debt 
is a big decision, especially in inflationary times. 
But the decision is even bigger when it is realized 
that the borrower is contracting to pay back the 
borrowed principal, say $40,000, plus two times that 
amount — roughly $80,000 — in interest charges 
alone. Can this be true? Let’s look at the math- 
ematics of an average mortgage payment over its 
30-year lifespan. 

The formula for monthly interest payments on a 
mortgage is: 


N=px —ta+n® 


(+nP-1 


where: 

N is the monthly payment 

P is the loan principal 

r is the monthly interest rate, or the annual 
interest rate divided by 12 

n is the duration of the loan in months 


Let’s assume that we are taking out a $40,000 
mortgage and we will pay it off over a period of 30 


years atan agreed annual interest rate of 10% (0.11 
Now, let's substitute the appropriate figures in 
the formula: : 


N = $40,000 x 1/21 + 10/19) ° 


(1 + 10/2) _ 


N = $351.03 


Thus, we see that our monthly payment will b 
$351.03. When we multiply the monthly paym 
by 360 months (12 months times 30 years) we fin 
that at the end of the mortgage we will have p 
the bank a staggering $126,370.80!This means 
while we have paid back the $40,000 we borrowed 
buy the house, we have paid an additional $86,370.80 
in interest — enough to buy two more houses! 

Obviously the rate of interest charged has a 
profound effect on our monthly mortgage pa 
and the amount of money the bank receives in 
interest charges. When the mortgage interest rateis 
15%, for instance, we find that after 30 years we will 
have paid the bank 4, times the amount we 
borrowed. To be specific, if we borrowed $40,000 at. 
15% for 30 years, our month] 'y payment works out at: 
$505.78. Multiplying this by 360 months we discover 
to our amazement that at the end of the life of the 
mortgage we have paid the bank $182,080.80! 

If, on the other hand, we borrow the same $40,000 
at 5% we will pay for our house only about twice, 
since at 5% the monthly payments amount to 
$214.90. Multiplying this by 360 months makes a 


ment 
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tal of $77,364.00 which is just a couple of thousand 
dollars i argrsae the cost of the house. At 2% the 
interest cost amounts to $13,283 after 30 years. Of 
course, at 0% interest we simply pay back the 
original borrowed principal. . , 

The interest payment on a house is a big expense 
which must be considered by every potential home- 
owner. This expense looms even larger when we 
understand that the bank created the original 
amount borrowed out of nothing with simply the 
flick of a pen and the whirr of a computer. 
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APPENDIX 5 


Energy prices 


Coal at Power Plant 


Dollars Per Ton 


1900 


Dollars Per 1,000 Cubic Feet 


1900 1920 1940 1960 


APPENDIX 6 


A mathematical analysis of the 
Consumer Price Index Curve 


Stating that the growth of the Consumer 
Index traces an exponential curve when plotted 
graph paper involves more than hunch or g 
work. Fitting an exponential curve to the CPI g 
plotted on graph paper is a mathematical exercis 
which illustrates a disturbing fact: the CPT i i 
growing at a faster and faster rate. 


Base 100 in 1967 


30 in 1914 


How do we fit an exponential curve to the CPI? 

First of all the index for each year is plotted on 
graph paper. 

The dashed line is the actual CPI from govern- 
ment data. The solid line is the smoothed curve 
drawn from 30 in 1914 to 294.1 in October 1982 and 
favoring the actual CPI values from 1965 onward. 

The rate at which the CPI is growing year-by-year 
can then be calculated mathematically by the 
equation: 


y =y (1+x)™ 
1 0 


where: 
Y) is the CPI at the start of a certain period of 
time 


y, is the CPI at the end of that period of time 
r is the annual growth rate of the CPI during 
that certain period of time 
n_ is the time period in years 
First we need to establish whether a constant rate 
exponential curve fits the plotted points between 30 
and 294.1. (Note: 1982 - 1914 = 68) 


Yies2 = Yyou4 1 + n* 
294.1 = 30(1+ 1) 


889941 - 144 
30 


r = .03414 
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Using this value for ‘r’, compute several values 
for CPI: 


Year cpr 
1925 43.38 
1950 100.46 
1975 232.52 


These values are shown as ‘x’ on the chart. 

It is clear that the actual CPI is not a constant 
rate exponential curve. The rate is less than .03414 
in the early years and greater than .03414 in the 
1970’s and 1980's. 


Now we proceed to compute the actual increasing 


values of ‘r’. The smoothed curve is analyzed by 
sections. Take the 20 year section (1914 to 1934), 


20 
i034 zi Yiow a * 7) 


From the smoothed curve we find Yj gg4 = 40.4. 


40.4=30(1+r)" 
r= .015 
r=15% 


In a similar manner we compute ‘r’ for the other 
sections as we proceed up the curve. Here they are: 
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1934 to 1944: 2% 
1944 to 1954: 2% 
1954 to 1964: 34% 
1964 to 1974: 5% 
1974 to 1982: 9% 


What this means is that the CPI has the charac- 
teristic of an exponential curve but with an 
additional worrying feature. The rate of growth of 
the CPI within the three ten-year segments from 
1944 to 1974 is not constant. The increases go from 
2% to 5%. Between 1974 and 1982, only eight years, 
the rate is 9%. This graphically represents the fact 
that consumer goods are becoming more expensive 
ata faster rate than they ever have donein the past. 

In fact, the price of anything can be analyzed by 
this method. We have plotted the increase in the 
price of coal, real estate taxes, and shoes and they 
all follow the course of this type of exponential 
curve in which the rate of increase increases more 
and more as time goes on. 

Using these techniques it is possible to project 
future levels of the prices of consumer goods. In fact, 
once we had established the curve’s features we 
discovered that the actual CPI figures from 1967 
onward coincide very closely with the values we 
computed before the actual figures were produced 
by the government at the end of the year. Thus it 
was possible for us to project in 1967 what the CPI 
would be in 1982. 


APPENDIX 7 


An illustration of the 
power of compound interest 


Question 

If one penny had been borrowed at 6% compo 
interest in the year zero (at the birth of Chri 
Jesus), and no payments made, how much would be 
owed in 1983? } 


Answer 
Using the formula for compound interest we sul 
tute the amounts thus: 

$0.01 x (1.06)'9°3 = 151890548 


If we calculate this amount in cubic feet of gol 
(weighing 1,205.6 pounds per cubic foot) at $400 
Troy ounce (12 ounces to a pound, not 16) the answer 
1s: 1 


2.624739" cubic feet of gold 


How much gold is this? Let’s calculate it in terms of 
the size of the sun since the amount is so vast. 


Diameter of the sun: 865,000 miles 
Volume of the sun: 4.98825575 x 10?5 cubic feet 
How many suns: 5.261837266 x 10! 


This is a difficult number to comprehend. Can it be 
stated more simply? Yes. Let’s assume 1,000,000,000 
(one billion) suns in a galaxy and express the figure 
in galaxies. 


5,261 galaxies 


So the amount of money we would have to repay 
on the 1¢ borrowed at 6% compound interest 1,983 
years ago would be the value of 5,261 galaxies each 
containing 1,000,000,000 solid gold suns. 

Now suppose the interest rate had been 1% 
instead of 6%. How much would we have to repay in 
1983? 


$0.01 x (1.01)!983 = $3,709,233.82 


These calculations show the amazing effect of 
compound interest and also the dramatic reduction 
in long-term debt by reducing the interest rate by 
five percentage points from 6% to 1%. If the interest 
had been zero, the amount due in 1983 would be 
simply the one penny borrowed in the first place. 

Itis said that when Einstein was being congratu- 
lated on his momentous scientific discoveries, he 
replied that his work did not compare with what he 
regarded as the greatest invention: compound 
interest.* The immense power of the compound 
interest formula is illustrated in this simple example. 


*As quoted in the November 1976 issue of Précis, a 
publication of Bankinvest, Zurich, Switzerland. 
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APPENDIX 8 


The “prime rate”’ 
Figure 26 


Prime Interest Rate 


This chart was plotted from data readily available 
from any good library. 

Amathematical analysis of the values from 1940 
to 1981 shows that the “prime rate” follows an 
exponential curve, having an increasing annual 
growth rate. Contrast this to the period 1939 to 1945 
during which years the “prime rate” was less than 
1%. 


Neither the Congress nor the President has any 
control over interest rates. The commercial banks 
specify what the rate shall be at any given time. 
(See the Glossary for the definition of the “prime 
rate”.) 


APPENDIX 9 


Compound interest and 
the ‘Rule of 72’ 


In order to approximate the amount of time it 
take for a debt or investment, at compound interest, 
to double, you can simply apply the banker’s ‘Rule 
of 72’. Using this method you divide 72 by the 
annual interest rate. The quotient is the number o: 
years it will take for any given debt or investment to 
double. Thus, an interest rate of 10% will cause 
loan of any amount to double in 7.2 years, provided 
no payments of principal or interest are made. 


Interest rate Years for the 
it a Mebt to double 
1h 72 
2 36 
5 144 
10 1.2 
20 3.6 


(See Fig. 27 next page) 


Suppose, therefore, you borrow one dollar at 
compound interest. What would the increase in 
your indebtedness look like over a period of years at, 
say, 1% — if no payments are made? At 20%? The 


5% Interest 


chart shows how long it will take for the $1.00 debt 
to double at a number of different rates of interest. It 
is important to note that the higher the rate of 
interest, the faster the debt will double. 


APPENDIX 10 


The twelfth century’s 
debt-free money system 
‘Nor need I tallies thy dear love to score...’ 
Shakespeare’s 122nd So 


Tally sticks as a form of money were introdu 
in England by King Henry I, the fourth son 
William the Conqueror. Henry I came to the thro 
in 1100. 

Tally sticks (from the Latin talea, meaning ‘a 
stake’) were used by the king’s treasury — the 
Exchequer — to finance social and public proj 
to purchase the court’s supplies and to pay thi 
who worked for or served the king. 

King Henry I built in a demand for tally-sti 
money by requiring that they be used to pay taxes. 
It was this sovereign power to levy and collect taxes 
which instilled an economic demand for what were 
otherwise worthless pieces of wood. The levying of 
taxes to be paid in tallies was the factor which 
infused ‘value’ into the tallies and thus endowed 
them with monetary utility. English merchants, 
farmers, craftsmen, etc., worked and traded to 
obtain Exchequer tallies because of the decree that 
they were the only acceptable method of. paying the 
king’s taxes. In turn, the only source of tallies for 
paying taxes was the king’s royal expenditure, 

Tally sticks were used exclusively as money in 
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England for 594 years; partially for the next 89 
years, and unofficially for another 43 years — a 
total of 726 years. Both an Exchequer issue and a 
private issue were widely circulated. Their wide- 
spread use is illustrated by literary references, 
including the line from a Shakespearean Sonnet 
(quoted above). 

The sticks were narrow shafts of wood (normally 
hazel but also willow, box or other seasoned wood) 
varying in length from about eight inches to aslong 
as three feet or more. They were flattened with a 
knife. 


Figure 28 


The sum of money representing the value of the 
transaction was cut across the stick in notches. 
Higher denominations were indicated by deep 
notches on one face of the stick, lower denomina- 
tions were indicated by smaller notches on the 
opposite face. The tally was usually more flat than 
square and the flat surfaces were used to write the 
nature of the transaction and the names of the 


es. 
oo the stick had been notched and inscribed on 
both faces, it was split lengthwise through the 
notches but with one piece slightly longer than the 
other. The longer piece (the stalk or counterfoil) was 
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normally retained by the payer and the shorter (thi 
leaf or foil) kept for reference by the payee, 
Exchequer tallies were notched in a distinct 
different way in order to prevent them from bei 
confused with private tallies. 

When taxes were collected, the stalks of th 
Exchequer talliers were presented to the tax collector, 
These were matched up — ‘tallied’ (to assure agai: 
counterfeiting) — with the foils which had b 
kept in the Exchequer and the tax was thus paid. 


completely destroyed the building. About 1,300 
tallies survived the fire but only one complete foil is 
among them. 


Sources: 

The Public Record Office, Chancery Lane, London. 
Guide to the Medieval Room, The British Library, 
page 233-234. 

The Echo of History, by Paul Carson, Monetary 
Science Institute. 

How to Cure Inflation by Hyrum J. Amundsen, Jr., 
pages V6-7. 


“APPENDIX 11 


Monetary Science and 
the gold standard 


A vault filled with gold bricks seems solid and 
secure. But the question which must be faced is: will 
this gold stop inflation? 

The answer is: no. 

Gold convertibility, with or without a gold-based 
banking system, can never halt the inexorable 
increase in unpayable debt produced by fractional 
reserve deposit expansion banking. This is the flaw 
which must be removed from the monetary system 
in order to make the dollar inflation-proof and 
stabilize the economy. 

The premise of all the arguments used to support 
a gold standard for the money system rests on the 
false definition of inflation as too much money. 
Following from this false premise, itis then assumed 
that the money supply must be limited by linking 
its creation to a finite amount of gold. 

As The Truth In Money Book has amply proven, 
inflation is caused by a chronic shortage of money, 
accompanied by the exponential growth of debt. 
Limiting the money supply through gold (or any 
other means) therefore, can never solve the inflation 
problem. 

Aside from this misunderstanding of cause and 
effect relationships in regard to inflation, a gold 
standard raises some fundamental and practical 
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problems which are rarely discussed by proponent, 
of the gold standard. 

First of all, the question needs to be asked: where 
is the United States going to get the gold needed to 
back the dollar under a gold standard? As th 
Federal Reserve holds claims to the Treasury’ 
gold, it will be necessary for the Treasury to build p 
a supply of gold through purchases on the world 
market. This then opens the way to several problems 
in that the world gold suppliers are primarily the 
Soviet Union, South Africa and India. What pe 
suasion will the United States use to convince these 
countries to supply our Treasury with gold? g 
will we use to pay these countries for the gold? Will 
they accept wheat, technology, Federal Reserve 
notes in exchange for their gold? And furthermore 
who will set the price of gold? Will the price of gold 
be different domestically from the international 
price fixing which is done in Zurich and London? 
How is it proposed that the United States deal with 
the privately controlled cartel which sets the price 
of gold? 

On a more philosophical level, it is impossible to 
see how returning to a gold standard can possibly 
solve the problems of fractional reserve banking 
since the roots of this banking system spring from 
the ancient goldsmiths and their practice of, creating 
money as debt based on gold. Is it not time for 
scientific methods to free mankind from the 
enslaving mythology of gold? 

The nation’s monetary crisis is a shortage of 
money! It is impossible to solve this problem by 
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further restricting the money supply by linking it to 
gold, silver, wheat or any other commodity. The 
money supply simply must be allowed to expand 
and contract solely on the basis of the needs and 
capabilities of the people and their resources. Limit- 
ing money limits the economy and is fatal to 
rogress. 

. The Post Office does not limit the number of 
stamps available to the public in order to keep down 
the price of mailing a letter. Postage is available 
strictly on the basis of supply meeting demand. A 
correctly designed money system should operate on 
precisely the same scientific basis. 


Why gold? 

The inability of gold to maintain constant pur- 
chasing power in the face of the operation of 
fractional reserve deposit expansion is illustrated 
by the following table from the government’s study 
entitled Report to the Congress of the Commission 
on the Role of Gold in the Domestic and Inter- 
national Monetary Systems.' 

The price of an ounce of gold peaked in January 
of 1980. Since then the price declined and (at the 
time of publication) stands around $400 per ounce. 
The Wholesale Price Index, however, has continued 
to rise. 

An ounce of gold has not maintained constant 
purchasing power, even during the years when the 
United States monetary system was operated on a 
form of gold standard (1873-1933). 
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Table 14 


Purchasing Power of Gold Measured By 
U.S. Wholesale Prices, 1896-1981 


Dollars per US. Index, 1896 » 100 

Year or troy ounce 
month of gold 

1896 $ 20.67* 
1914 20,67° 
1920 20.67° 
1933 20.67° 
1934 35.00° 
1945 35.00° 
1970 35.00° 


1972 
1973 (Feb.) 42.22* 


1973 (Feb.) 89.008 
1973 (May) 114.75# 
1979 (Apr.) 245.308 
1980(Jan.) 850.00# 
1981 (May) 501.00# 311.6 2,423.8 1,226.8 197.6 


“Official monetary price in the United States. 

#Highest free market price in London during the month. 

@Bureau of Labor Statistics, wholesale price index of all 
commodities. Data from 1860 to 1965, Department of Commerce, 
Long-Term Economic Growth, page 207. Current data are 
published by the Bureau of Labor 
Statistics on 1967 and 1957-59 bases. 


Does the United States Treasury own any 
gold? 

Frequently the question is raised: does the United 
States Treasury own any gold? The Report of the 
Gold Commission makes the following revealing 
statement: 


Gold certificates, which are valued at $42.22 
per Troy ounce of gold, are a liability of the 
Treasury, are issued to the Federal Reserve 
by the Treasury against its gold holding. The 
certificates represent a Federal Reserve claim 
on the assets of the Treasury, for which the 
Treasury has received a counterpart deposit 
in its account with the Federal Reserve. 

All gold held by the Treasury has been 
monetized in this fashion.* 


Note that the Report finds that “all gold held by 
the Treasury has been monetized in this fashion”. 
This means that all the gold in Fort Knox, or any of 
the other depositories in the country, has been 
mortgaged to the Federal Reserve banks. While 
gold may be physically present in Treasury vaults, 
itis not the unencumbered property of the Treasury. 


Gold and fear 


One of the most remarkable features of gold is its 
ability to evoke confidence in the minds of so many 
people, despite its obvious inability to forestall 
economic panics or even to retain its own purchasing 
power. Gold has consistently failed to avert finan- 
cial panics. Yet when the fear ofa major depression 
looms, the public reaches out to gold like a drowning 
man struggling for shore. 

Unfortunately, the public soon discovers that 
gold is a heavy life preserver which only causes a 
quicker descent to the bottom. The mystery is that 
this cruel lesson is so quickly forgotten and that 
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when the economy is once again in danger, gold 
somehow regains a place in the center of the debate 
over monetary reform. 

When monetary collapse threatens, fear drive 
many to the false theory that money must be ba 
on a material commodity. The cause of the colla; 
of an all-debt money system, however, is so tota 
unrelated to gold as to render a metallic base for th 
dollar completely irrelevant to the problem. 


Gold and hoarders 


Fear also drives many to hoard gold on the 
premise that when money fails, the holders of gold 
will be able to barter it for real wealth — food, water, 
fuel, etc. President Franklin Roosevelt should have 
laid this false hope to rest years ago when, in 1934, 
he proved that the president of the United State 
can render gold useless as a medium of exchange 
when he signed a bill into law which required all 
US. citizens to turn in their gold or go to jail. Could | 
there be any clearer example of the fact that gold | 
loses it exchange value at the stroke of a pen? 


Gold and the “‘government’s printing press” 
Finally, the most damaging argument put for- 
ward in favor of a gold standard is the false claim 
that the government “prints money” and that this — 
causes the inflation which gold supposedly cures. — 
ts The question needs to be asked: if the government 
prints money”— presumably to pay its bills—how 
could it possibly be in debt? If the government 
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were printing money, it could never have a 
$1,000,000,000,000 + national debt because it would 
have printed the money to pay for its expenditures; 
it wouldn’t have needed to borrow a nickel from 
anyone! The owner of a money printing press can 
never be in debt. The $1,000,000,000,000 + national 
debt is all the proof necessary to show conclusively 
that the “government printing press” is a myth. 

While we know that the government has made 
many silly and many serious mistakes, the claim 
that the government “runs a printing press” to 
create money is one of the most specious lies ever 
published. 

The effect of this lie is to further undermine the 
people’s faith in democratic government. Previous 
chapters in this book explain the nature of money- 
creation in the United States and show that the debt- 
money printing press is actually run by the Federal 
Reserve and commercial banking system. It is not 
run by the government. 

Blaming the government for “printing money” 
and then concluding that gold is the solution, 
because it will impose discipline on the “printing 
press”, confuses the issue and obstructs recognition 
of the true nature of the problem and the correct 
solution. 

Perversely, and indeed ironically, the most impor- 
tant thing needed to inflation-proof the economy is 
money issued without debt by the government. 
This, however, is widely perceived as the loathesome 
cause of the inflation problem. This mistake is 
diametrically opposite to the truth. 
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Neither this country, nor any other country in 
Western world in modern times has ever had 
“government printing press” printing true gov: 
ment currency under a true government moni 
authority. 

All Western countries have debt-money syste! 
with credit issued both to governments and 
people by private banking institutions. In th 
Western world, money is created by bank fiat (o 
or decree), not by government fiat. 

Monetary stability will be achieved when del 
free money is created by government under law. 

Gold is beautiful, but to stabilize the monetary 
system, integrity is better. Writing integrity irrevoc- 
ably into monetary law is best of all. 


Footnotes 


1. U.S., Congress., Commission on the Role of Gold in the 
Domestic and International Monetary System, Report to the 
Congress of the Commission on the Role of Gold in the 
Domestic and International Monetary Systems/2 vols. 
(Washington, D.C.: Government Printing Office, 1982), Vol. 2, 
page 342. 


2. Ibid., Vol. 1, page 12. 


APPENDIX 12 


Mathematics of the Public 
Credit Money System 


E = National budget expenditure funds in 
circulation 

d = Rate of flow into circulation of loans to 
private sector (banks, states and local 
governments, and direct to industry in 
special cases) 

D = Borrowed funds in circulation (total 
to US. Treasury) 

M = Total money supply (= E + D) 

r = Interest rate on U.S. Treasury lending 

Ye = Ceiling interest rate chargeable by US. 


Treasury 
t = Rate of flow of federal taxes out of 
i tion 
Dr = Rate of flow of interest payments out of 
circulation 


The money supply, M, is the sum of all debt-free 
government expenditures plus all debt inflows, less 
the sum of all interest, tax and principal out-flows. 

The design objective of the system is to provide a 
balance between expenditure flows and interest 
plus tax flows. 


‘Tax and interest rate, r, are regulated to control 
removal of debt-free funds, E, from circulation at a 
rate approximating their flow into circulation, e. 
Regulation is by law — not policy. 


e=Dr+t 
240 
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By this balance, interest, taxes and debt principal 
must always be payable without the dependency on 
debt over-expansion, as occurs in the Fed’s frac- 
tional reserve deposit expansion system. Debt to 
the Treasury, D, can expand to accomodate demand 
for economic growth, but cannot overexpand to 
exceed the money supply. 

“D” and “e” are known at all times, but what 
about tax, “t”’? 

In the Fed system, the purpose of Federal tax is to 
finance the government expenditures (e = t with a 
balanced budget). 

In the Public Credit Money System, both tax and 
interest serve to balance the budget. However, their 
purpose is not to finance government spending, but 
rather to remove from circulation government spent 
funds which have accomplished their purpose. 

The criteria for determining both interest and tax 
rates is as follows: 

1, Calculate the interest rate required to 
balance the expenditure flow with t = 0. 
Thus e=Dr+0 


pe 
D 


2. Let a ceiling interest rate, r,, be estab- 
lished by law, which applies to Treasury 
lending only. (On-lending by banks 
would be competitive at a profitably 
higher rate, r.) A ceiling rate of 10% 
would probably be psychologically 
acceptable to the economy. Actually, high 
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or 


interestrates are notharmfulin the PCMS, 
because they are payable without over- 
expanding Treasury-held debt. 


. If the interest rate calculated as 5 


should exceed rp, then Federal tax 
revenues would be necessary to achieve 
the balance. In this case the tax is 
calculated thus, 


t=e-Dr, 


. In regulating the interest and tax flow 


rates itis most important that the expend- 
iture funds component of the money 
supply, E, should never be totally removed 
from circulation at any time, because 
that condition forces borrowing to pay 
interest, causing debt to over-expand 
(exceed the money supply). This condi- 
tion is the root cause of inflation, 
depression and all their attendent social 
ills. 


. Aminimum level of E is proposed as 


IfE should reach this level in a declining 
trend, r should be reduced to stop further 
decline. 
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6. A maximum level of E is proposed as 


es 


At this level r, would already be in effect 
and tax revenues, t, should be increased 
as necessary to stop further increase of 
the debt-free money supply, E. Actually 
there would be'no danger ina high level 
of E such as exists in a low level of E. The 
effect of a high E level would be to pro- 
vide banks with investment funds more 
in the form of savings deposits and less 
in the form of loans from the Treasury. 


7. Because of the inherent stability of the 
Public Credit Money System, the regula- 
tion of the Treasury interest rate, r, would 
be in small increments at infrequent 
intervals. It would be virtually automatic. 


Obviously, the interest on all Treasury-held debt 
of the private sector would contribute 
immensely to reducing Federal taxation as we have 
known it. e 

If the calculated Treasury interest rate, D is 
less than rg, banks and their loan customers will 
exert pressure on Congress to cut spending so as to 


reduce the Treasury interest rate. If a * exceeds 


rc and Federal taxes are needed to draw off expendi- 
ture funds, the taxpayers will join in the lobbying 
effort to reduce government spending. 

Again, if interest revenues should suffice to 
balance expenditures, and render Federal taxes 
unnecessary, from then on, only national emergen- 
cies or public works (having strong popular support) 
could bring about tolerance of a budget which would 
call for the ceiling interest rate plus Federal taxes. 

Despite its phenomenal benefits, the Public Credit 
Money System eliminates neither death nor taxes. 
State and local taxes are necessary for state and 
local public finance. However, state and local public 
works having taxpayer approval should uniquely 
qualify for interest-free financing from the U.S. 
Treasury. This would provide such works at their 
actual cost, — less than half the total cost under 
traditional debt financing. 

The Public Credit Money System inherently sta- 
bilizes the quality (purchasing power) of money by 
balancing the flow of debt-free money to and from 
circulation, and by maintaining a safe level of debt- 
free money in circulation at all times. 

The traditional fear of excessive money growth 
rates has long prevailed in imposing restrictive 
monetary policy. This fear is not only unwarranted, 
but its administrative influence has actually caused 
the trouble (inflation) it sought to avoid. 

The only criterion necessary for the total quantity 
of money is that there should be ENOUGH. 

The total debt to the Treasury, D, would be 


virtually regulated by the economy, because loan 
to the banks and state and local government 
would be available in response to every demand 
where basic collateral and performance capabili 
requirements exist. 

As long as money is issued (created) for a viable, 
constructive purpose, whether as debt-free expend 
tures for the national public benefit; as interest-free 
loans to states or cities; or as interest-bearing loans 
to banks tofund investment opportunities in private 
enterprise, there is no reason for concern about 
either growth or shrinka 


60 65 
D=U+M = 


D = total debt to banking system 

U = unmonetized debt to system 
(cumulative borrowings to 
pay interest; also usury) 
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GLOSSARY 


Bank deposit credits (also bank credit money or 
bankmoney) numbers written in either achecking 
or savings account passbook. Bank deposit credits are 
initially created by a bank when it makes a loan which 
is ‘deposited’ in a checking account for the use of the 
borrower. (See deposit.) 


Billion a thousand millions; 1,000,000,000. 


Bond a binding agreement representing a loan ata 
specified rate of interest for a specified period of time; 
the seller of the bond is the borrower in that the seller 
received the amount of money printed on the bond fora 
specified time only and must eventually repay the 
money, plus interest; the buyer of the bond is the 
lender; the buyer agrees to lend the borrower a specified 
amount of money and holds the bond as legal evidence 
of the loan. (The important point is that the seller — the 
borrower — of the bond is the one who owes interest, 
and the buyer — the lender — is the one who collects 
interest. Think of a U.S. savings bond. When the bond 
is purchased, the buyer lends the government money. 
Eventually the government will repay the money, plus 
an agreed amount of interest, and cancel the bond.) 


Cash Money in its most universally acceptable 
form; cash is manufactured (printed and coined) in 
exchange for money in its original form: bank deposit 
credits. 


Collateralized assets a borrower's possessions 


pledged as.security for a loan and having at least the 
value of the amount of money borrowed. 
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Compoundinterest _ interest paid on both the prin- 
cipal plus the accumulated unpaid interest. (Thus, a 
loan of $100 at 6% interest compounded annually 
becomes a loan of $106 at the end of the first year if the 
accumulated interest — $6 — is not paid. The second 
year’s interest will therefore be calculated on a principal 
of $106 rather than the $100 which was borrowed 
originally. Compound interest may be paid on bank 
savings accounts. See page 79 for the formula for 
compound interest. 


Consumer price index a number expressed as a 
percent which indicates the retail prices of a group of 
goods and services compared to what they were (100%) 
in areference year — usually 1967. (If these items hada 
consumer price index of 200 for 1979 as compared with 
100 for 1967, this indicates that those prices doubled in 
12 years. See Chapter Three.) 


Credit 1. the money balance in one’s bank account; 
2. trustin one’s integrity and ability to pay a monetary 
obligation; 3. acknowledgement of payment on a debt 
by bookkeeping entry or other confirmation. 


Currency cash. 


Debt-money money which is created by a bank 
when it credits a borrower in return for pledged col- 
lateral; debt-money represents a bank’s claim on the 
assets of the borrower. (The vast majority of the money 
in the United States today is debt-money created by 
commercial and Federal Reserve banks as deposit 
credits to the accounts of borrowers which may be 
governments, corporations or individuals.) 


Debt-free money money, created and spent or 
otherwise paid into circulation, without causing an 
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increase in debt in the money system. 


Deposit a word which has a dual meaning in 
finance: a deposit is not necessarily money which 
someone brings to the bank and puts “on deposit” in a 
checking or savings account, although thisis one type of 
deposit; “deposit” is also the term applied to any amount 
of money created by a bank when it makes a loan which 
is credited to a checking account, thus becoming “a 


deposit”. 


Depression an acute state of economic inactivity 
caused by a shortage of money or exorbitantly 
expensive credit. 


Discount (also rediscount) to deduct the interest 
payment at the time a loan is extended to a borrower. 


Discount window _ the “window” or facility from 
which a commercial bank can borrow money from a 
regional Federal Reserve bank at the discount rate. 
(Commercial banks borrow relatively smal] amounts 
from the Discount Window because the interest charge 
on such borrowings depletes their reserves.) 


Exponential a mathematical term commonly used 
in finance; exponential refers to the small number (the 
exponent) or figure placed above and to the right of 
another figure and which indicates how many times 
that figure is to be multiplied by itself: 59=5 = 5 * 5=125. 
(Numbers which are being increased by exponents) or 
“exponentially”, make a characteristic curve W ad 
plotted on a graph. The higher the numbers ale an 
steeper the curve rises. This graph illustra aplettns 
when numbers are being multiplied Os pices Mee 
Se raed nese Bae 
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compound interest is calculated using exponents, the 
curve which is used to illustrate the rapid growth of 
debt at compound interest is an exponential curve). 


Federal debt (also called national debt or public 
debt) the total amount of money the government owes - 
to its creditors. 


Federal debt limit the upper limit of the Federal 
debt set by law. (Because of debt-induced inflation, the 
Congress is forced to rubber stamp a new Federal debt 
“limit” several times a year. The vote no longer is 
recorded in the House because of a change in procedure 
approved by the lawmakers in 1979.) 


Federal deficit the total amount of money the 


government borrows in order to make up the difference 
between expenditures and tax receipts in any given 
fiscal year. 


Fiscal policy those guidelines which direct the 
operations of the public treasury; fiscal policy will 
determine levels of government taxation sca f spending. 
(The setting of fiscal policy is the responsibility of 
elected representatives.) 


Fiscalresponsibility accountability for the finan- 
cial condition of the public treasury and revenue. (This 
accountability is vested in elected representatives.) 


Fractional reserve deposit expansion _ the des- 
criptive name of the banking system currently being 
operated in the United States; the term “fractional” is 
derived from the fact that a bank’s “reserve account” is 
only a fraction of the amount of money which the bank 
can create and lend or spend; “reserve” in this context 
refers to a kind of technical money (so-called “high- 
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powered money”) provided to the banking system by 
the Fed — see reserves below; “deposit” refers to loans 
created by banks; “expansion” identifies the fact that 
banks expand the quantity of credit available to the 
public in a manner unique to the banking system. (A 
private individual can lend only what he possesses, he 
cannot “expand” or lend more than he has unless he 
becomes a fractional reserve deposit expansion banker.) 


Government currency money created by a sov- 
ereign government as a public service; government 
currency is the foundation of true free enterprise 
whereby supply and demand maintain orderly 
economic activity, unhindered by artificial manipula- 
tion of the money supply. 


Inflation debt-induced currency devaluation. (See 
Appendix 1) 


Interest the charge made to a borrower by a lender 
who possessed the money he lends. (Contrast with the 
definition of usury.) 


Interest-bearing that which bears, or earns, 
interest. 


Million a thousand thousands; 1,000,000. 


Monetary authority the power to create money 
out of nothing; in the United States, the Constitution 
vests monetary authority in the Congress (Article 1, 
Section 8, Clause 5); also the body, organization, or 
system which has the sole responsibility for creating 
money. 


Monetary base a kind of technical money created 
by the Federal Reserve banks; this technical money is 
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used by the commercial banks as the base or “seed” 
money for creating more money as loans and expendi- 
tures; the Federal Reserve banks are the only sources of 
the monetary base. (See also reserves.) 


Monetary equilibrium _ the condition which exists 
when interest payments being removed from circulation 
are maintained in balance with the debt-free expendi- 
tures being spent into circulation by the monetary 
authority; the condition in which primary debt can 
never exceed the total circulating money supply. (See 
also primary debt.) 


Monetary extinguishment the withdrawl and can- 
cellation of money from circulation. 


Monetary law the body of law which governs the 
eeestion: flow and extinguishment of money in any 
nation. 


Monetary policy the guidelines which direct the 
quantity and quality of the money supplied to the 
economy. (At the Present time in the United State, 
monetary policy is set exclusively by the Federal 
Reserve System — including a number of commercial 
banks — without reference to elected officials, such as 
Congressmen or the President. Contrast with fiscal 
policy and fiscal responsibility.) 


MonetaryScience _ thescienceof. money; the precise 
knowledge of the mechanics and mathematics of 
monetary systems. 


Monetary utility that which gives money its useful- 
ness and makes it universally acceptable in any given 
economy. 
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Monetized debt any debt that arises through the 
creation of money. 


Money anything whichis universally acceptable in 
payment of debts and taxes. (Itis not necessary for the 
item used as money to have any intrinsic value or 
indeed to be physically tangible. Today, money exists 
in the form of notes, coins, checkbook credits, electronic 
blips in computers.) 


Moneysupply theamountofmoney inthe economy; 
the “M1” money supply is the amount of money 
immediately available for transacting business in the 
economy. (The money supply as defined by conven- 
tional economics is divided into a number of different 
categories — See Appendix 2.) 


Money (or Monetary) system an arrangement of 
closely related functions, authorities and responsibili- 
ties within a country which regulate the creation, flow 
and extinguishment of money. (A monetary system is 
distinct from the economy in that the monetary system 
serves the economy by providing for the creation, 
circulation and extinguishment of money for the 
purpose of making possible the orderly creation and 
distribution of goods and services.) 


Note adocument signifying the existence of a debt 
or “promise to pay”; a note serves the same purpose as 
a bond butit usually represents a debt held fora shorter 
period of time. 


Note, bank cash printed by authority of a bank. 
Note, Federal Reserve cashrepresenting a portion 


of the monetary base; Federal Reserve notes are printed 
by the Bureau of Engraving and Printing upon receipt 
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of orders from the regional Federal Reserve banks in 
response to the needs of commercial banks within th 
given regions. 


Note, Treasury cash printed by authority of the 
Treasury; also, a short-term Treasury debt. 


Primarydebt money whichis created by the lender 
as a debt. (See secondary debt.) 


Primeinterestrate a lending rate set by the New 
York banks according to policy decisions of manage- 
ment of these banks. (It is not necessarily the lowest 
rate charged by banks to their most creditworthy 
customers as generally publicized. See “An analysis of 
Prime Lending Rate Practices at the Ten Largest 
United States Banks” — a report published by the 
House Banking Committee, April 1981.) 


Principal the amount of debt upon which interest 
or usury are computed, as the case may be. 


Privatedebt the debt owed by the private sector of 
the economy, i.e., consumer debt, corporate debt, 
personal loans, etc. 


Public Credit Money System a money system in 
which the sovereign government maintains total 
control of the creation and extinguishment of money 
under mathematical law, and always in response to the 
needs and productive capacity of the economy. 


Purchasing power a quality of money; an expres- 
sion of the value of money in relation to goods and 
services; because money is of virtually no intrinsic 
value, its purchasing power as a medium of exchange 
is of paramount importance. 
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Recession a decline in business activity caused by 
a shortage of money. 


Reserveaccount _ theaccountofacommercial bank 


at its local Federal Reserve bank. 
Reserves(bank) acommercial bank’s cash plusits 
reserve deposits held by a regional Federal e 


bank, sometimes called “high-powered money”. 


Reserves, excess the reserves which a bank has 
not yet used to support new loans or investments. 


Reserves,required _ thereserves which are required 
by law to support the deposits on the banks’ records. 


Reserve requirement _ the prescribed fraction or 
porcmtage OF reserves which banks are required to 
hold with respect to their recorded deposits. 


Secondary debt debt generated by the lending of 
money which does not affect the money supply. 


Simple interest interest paid only on the principal 
fant antl not on previously accumulated interest 
(Webster). 


Unmonetizeddebt  thatpartofall outstanding debt 
which exceeds the entire money supply; unpayable debt. 


Us any charge at all by a private lender for the 
cee ctonae heis allowed to create out of nothing asa 
debt to someone else and an interest-earning asset to 


himself. 


Velocity ofmoney _ 1. Therateof: dollar transaction 
flows rd the production of goods and services (gross 
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national product) divided by the money supply (M1). In 
effect, the number of times an average refit peat 
(This was over six times in 1981) 

2. The average rate at which money flows into circula- 
tion from the banking system and out of circulation 
into the banking system (creation and extinguishment). 
Approximately equal to or greater than the total 
primary debt per year ($1,448 billion in 1981). 
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